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THE RESEARCH AND EXPERIMENTATION 
TAX CREDIT AND THE ALLOCATION OF 
RESEARCH EXPENSES UNDER INTERNAL 
REVENUE CODE SECTION 861 


WEDNESDAY, MAY 10, 1995 

House of Representatives, 

Committee on Ways and Means, 

Subcommittee on Oversight, 

Washington, D.C. 

The subcommittee met, pursuant to call, at 10:15 a.m., in room 
1100, Longworth House Office Building, Hon. Nancy L. Johnson 
(chairman of the subcommittee) presiding. 

[The advisory announcing the hearing follows;] 
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ADVISORY 

FROM THE COMMITTEE ON WAYS AND MEANS 

SUBCOMMITTEE ON OVERSIGHT 

FOR IMMEDIATE RELEASE CONTACT: (202) 225-1721 

April 19, 1995 
No. OV-7 


JOHNSON ANNOUNCES HEARING ON 
THE RESEARCH AND EXPERIMENTATION TAX CREDIT 
AND THE ALLOCATION OF RESEARCH EXPENSES 
UNDER INTERNAL REVENUE CODE SECTION 861 

Congresswoman Nancy L. Johnson (R-CT), Chairman, Subcommittee on Oversight of 
the Committee on Ways and Means, today anoouaced that the Subcommittee will hold a 
hearing to examine issues relating to the research and experimentation (R&E) tax credit and 
the temporary rule for allocating research expenses between U.S. and foreign source income 
under Internal Revenue Code section 861. The hearing wiD take place on Wednesday, 

May 10, 1995, In the main Committee hearing room, 1100 Longworth House Office 
Building, beginning at 10:00 a.m. 

BACKGROUND : 

Section 41 of the Internal Revenue Code provides for a research and experimentation 
tax credit equal to 20 percent of the amount by v^ch a taxpayer’s qualified research 
expenditures for a taxable year exceed its base amount for that year. The R&E credit, which 
was enacted on a temporary basis in 1981, has been extended several times since, most 
recently in the Omnibus Budget Reconciliation Act of 1993 (the "1993 Act"). The credit is 
currently scheduled to expire after June 30, 1995. 

The 1993 Act also provided a temporary rule for allocation of research expenses 
between U.S. and foreign source income. The 1993 Act rule generally is identic^ to 
temporary rules in effect prior to the 1993 Act for allocating research expenses, except that 
the portion of U.S. -incurred research expenses allocated to U.S. source income (and the 
percentage of foreign-incurred research expenses allocated to foreign source income) is 
50 percent instead of 64 percent. The 1993 Act’s temporary rxiJe generally expires for taxable 
years beginning after August 1, 1994. 

Chairman Johnson and Ranking Democrat Robert Matsui have sponsored H.R. 803, a 
bill to extend permanently the R&E credit. In announcing the bearing. Chairman Johnson 
stated, "Before Congress moves forward on legislation to extend the credit, I believe it’s 
critically important to evaluate whether the credit’s current structure is effective in achieving 
the goal of stimulating long-term research activities, and to examine proposals for improving 
its design to better meet the rapidly changing circumstances of global competition.” 

FOCUS OF THE HEARING : 

The Subcommittee on Oversight will examine the effectiveness of the current credit 
and possible structural modifications to improve its utility in stimuIatiDg long-term research 
and experimentation activities. The current research credit is incronental in nature, rewarding 
companies for increasing their research expenditures (as a portion of gross receipts) above the 
average expenditures they made (as a portion of gross receipts) during the period ^m 1984 
through 1988. To the extent that companies’ current year research expenditures are 
significantly below or far above their base spending amounts, the credit becomes a less 
efficient policy tool. 

In particular, the Subcommittee is interested in receiving testimony regarding the 
effectiveness of the current credit in stimulating long-tenn research and experimentation 
activities and regarding potential alternatives to the current structure of the credit, such as 
giving taxpayers some choice over their base period, or doing away with the base completely 
and providing a lower rate of credit on all qualified expenditures. In addition, the 
Subcommittee will receive testimony on whether the 1993 Act’s temporary rule for allocating 
research expenses between U.S. and foreign source income should be extended. 
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SUBCOMMITTEE ON OVERSIGHT 


DETAILS FOR SUBMISSIONS OF REQUESTS TO BE HEARD : 

Requests to be heard at the hearing must be made by telephone to Traci Altman or 
Bradley Schreiber at (202) 225-1721 no later than the close of business, Friday, >^>ril 28, 

1995. The telephone request should be followed by a formal written request to Pldllip D. 
Moseley, Chief of Staff, Committee on Ways and Meaiu, U.S. House of Representatives, 

1102 Longworth House Office Building, Washii^ton, D.C. 20515. The staff of the 
Subcommittee on Oversight will notify by telephone those scheduled to appear as soon as 
possible after the filing deadline. Any questions cqnceming a scheduled appearance should be 
directed to the Subcommittee staff at (202) 225-7601. 

In view of the limited time available to hear witnesses, the Subcommittee may not 
be able to accommodate all requests to be heard. Those persons and organizations not 
scheduled for an oral appearance are encouraged to submit written statements for the record of 
the hearing. All persons requesting to be heard, whether they are scheduled for oral 
testimony or not, will be notified as soon as possible after the filing deadline. 

Witnesses scheduled to present oral testimony are required to summarize briefly their 
written statements in no more than five minutes. THE FIVE MINUTE RULE WILL BE 
STRICTLY ENFORCED. The full written statement of each witness will be included 
in the printed record. 

In order to assure the most productive use of the linuted amotmt of time available to 
question witnesses, all witnesses scheduled to appear before the Subcommittee are required to 
submit 200 copies of their prepared statements for review by Members prior to the hearing. 
Testimony should arrive at the Subcommittee on Oversight office, room 1136 Longworth 
House Office Building, no later than 5:00 p.m. on Friday, May 5, 199$. Failure to do so 
may result in the witness being denied the opportunity to testify in person. 

WRITTEN STATEMENTS IN L IEU OF PERS ONAL APPEARANCE : 

Any person or organization wishing to submit a written statement for the printed 
record of the hearing should submit at least six (6) copies of their statement, with their 
address and date of hearing noted, by the close of business, Wednesday, May 24, 1995, to 
Phillip D. Moseley, Chief of Staff, Committee on Ways and Means, U.S. House of 
Representatives, 1 102 Longworth House Office Buildii^, Washington, D.C. 20515. If those 
filing written statements wish to have their statements di^buted to the press and interested 
public at the hearing, they may deliver 200 additional copies for this purpose to the 
Subcommittee on Oversight office, room 1 136 Longworth House Office Building, at least one 
hour before the hearing begins. 

FORMATTING REQUIREMENTS : 
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Note: All Committee advisories and news releases arc now available over the Internet at 
’GOPHER.HOUSE.GOV’ under ’HOUSE COMMITTEE INFORMATION'. 
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Chairman Johnson. The hearing will come to order. 

Good morning, ladies and gentlemen. Yesterday, the subcommit- 
tee received testimony on over half a dozen narrow provisions of 
the tax law which have either expired or will expire in the near fu- 
ture. Our mission is to review the policy objective of each provision 
and evaluate whether or not the provisions are meeting the objec- 
tives. 

In the past, many of these were extended routinely without ex- 
amining the actual structure of the provision. In fact, we never did 
routinely have hearings on expiring provisions. At this time in the 
committee’s history, we are going to methodically not only hold 
hearings, but reevaluate the structure of the provisions and the rel- 
evance of the policy behind them, not only to this year, but to the 
next decade. 

In the subcommittee today, we will continue this process by fo- 
cusing on two very important but very complicated tax provisions 
which are meant to encourage research and experimentation by 
American businesses. Section 41 of the Internal Revenue Code pro- 
vides a 20-percent tax credit for taxpayers who spend money on 
qualified research expenditures. The research credit first was en- 
acted on a temporary basis in 1981. The level of the credit and the 
structure of the credit have been changed several times since 1981. 

The challenge is twofold. First, we want to design a credit which 
stimulates more research activity rather than just rewarding a tax- 
payer for research activity which would have occurred anyway. 
This policy objective is what lies behind the decision to structure 
the credit to apply only to incremental increases in the taxpayer’s 
research activity. The technical details of implementing this policy 
involve establishing base periods which serve as a reference point 
for measuring the amount by which a taxpayer has increased his 
research activity. Second, we need to be mindful of the revenue ef- 
fect of the research credit. 

The concept of an incremental credit and the limitation on un- 
usually high research expenditures are both meant to hold down 
revenue losses. The current section 41 uses a fixed base period as 
the reference point to determine whether or not a taxpayer has in- 
creased his research activity enough in order to be eligible for the 
incremental credit. One side effect of this feature is that some tax- 
payers may not be able to qualify for credit because their base pe- 
riod is unusually high and so their current research spending never 
passes the incremental test in section 41. It seems unfortunate to 
exclude deserving research programs from the credit merely be- 
cause of an accident of timing or how their law defines the base 
period or the economic experience of their company in succeeding 
years. 

The subcommittee also will receive testimony regarding the rules 
applicable to allocating research expenditures between domestic 
and foreign-source income. American research activity has kept our 
Nation at the cutting edge of high technology. It helps maintain 
our high standard of living essential for our economy to grow in the 
21st century. 

We want to do all we can to encourage our businesses to expand 
their research effort and therefore we will not be looking just at re- 
newing the research and development tax credit, but also the possi- 
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bilities of restructuring and the costs associated with those restruc- 
turing proposals. 

I yield to my colleague and ranking member, Mr. Matsui. 

Mr. Matsui. I thank the Chair for her comments, and I appre- 
ciate the fact that she is holding these hearings on both section 861 
and the renewal of the R&D credits. Since 1981, when the credit 
was first established in this country, it has been modified four 
times and extended six times. Obviously that creates major prob- 
lems for U.S. businesses, in the sense of the issue of certainty. As 
a result of that, I welcome the opportunity to try to make these 
credits eventually permanent. 

Almost all studies indicate that these credits reduce not only the 
cost of doing business, but also they stimulate over $1 for each $1 
spent in terms of additional research and development over the 
short term. In the long term, they produce $2 for every $1 spent 
in the area of R&D. This obviously is an important stimulus to 
U.S. industry, and this credit, as a result of that, must be contin- 
ued. 

Thirty-four Governors have supported the credit, over 200 major 
companies that use the credit seek its permanent extension, and 
U.S. companies spend $75 million a year on R&D, and they need 
to continue and have an incentive to continue to be competitive in 
the world market. 

Our major trading partners — Japan, for example, provides a 20- 
percent incremental credit up to 10 percent of their current tax li- 
ability; Canada provides a flat rate credit of 20 percent; and Ger- 
many provides incentives through grants, special depreciation al- 
lowances for equipment, and deductibility for their R&D expenses. 
So Canada, Japan, Germany, our major three trading competitors 
and partners, along with the United States, all have credits. 

As the Chair has indicated, we must look at restructuring this 
credit as we make it permanent. The base period was established 
between 1984 and 1988, and for some research-intensive compa- 
nies, this credit is not as helpful as it could be; and as a result of 
that, it is my hope that we could not only modify it, but also make 
it permanent. 

In terms of the 861 allocation rules, yesterday we heard from the 
Treasury Department, and they have indicated that soon they will 
be coming out with new regulations that would be more favorable 
to the taxpayers than the 1977 regulations. It will be important 
that we hear from witnesses regarding Treasury’s comments, and 
also, hopefully, we will be seeing Treasury’s recommendations very 
shortly. 

Again, I look forward to working with the Chair and other mem- 
bers of this subcommittee and the full committee on restructuring 
and making permanent these two very, very important aspects of 
U.S. competitiveness. 

Thank you. 

Chairman Johnson. I thank my colleagues for testifying today 
and welcome you to our hearing Hon. Anna G. Eshoo. 
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STATEMENT OF HON. ANNA G, ESHOO, A REPRESENTATIVE IN 
CONGRESS FROM THE STATE OF CALIFORNIA 

Ms. Eshoo. Grood morning, Madam Chairwoman, and thank you 
to each of the members of the subcommittee for this opportunity to 
testify before you. I would like to commend you for holding hear- 
ings on this all-important issue on the research and development 
tax credit, which is of course a crucial tax provision which encour- 
ages companies to invest in new products and manufacturing tech- 
nologies in return for a reduced tax burden. 

I would also like to salute my colleague. Bob Matsui of Califor- 
nia, who has been a tireless advocate of the R&D tax credit. 

Last Congress, Members on both sides of the aisle succeeded in 
retroactively authorizing the R&D tax credit for 1 year, as well as 
extending it for an additional 2 years. We did this for one simple, 
good reason; the R&D tax credit works. It has proven to be a cost- 
effective way to create jobs and innovative products. 

Now it is time, I believe, to make this tax credit permanent, and 
I am proud. Madam Chairwoman, to be an original cosponsor of 
your bill, H.R. 803, which would achieve this goal. 

Many of us from California recognize that tax incentives create 
jobs and capital investment in the high technology and bio- 
technology industries. Many of these businesses are located in my 
congressional district, which is so distinguished, the home of Sili- 
con Valley, and which boasts the most biotechnology, computer, 
and software companies of any region in the United States. 

The tax experts of these companies have told me that when this 
tax credit was first implemented in 1981, they believed that they 
would finally receive the necessary incentives to reinvest or to in- 
vest R&D dollars at the level of their international competitors, 
and they were right. Today, computer and software companies rein- 
vest on average 13 percent of Aeir sales revenues in R&D, com- 
pared with a 7-percent average for U.S. businesses overall. The re- 
investment rate is even higher for biotechnology companies, which 
put 30 to 60 percent of their revenues into R&D. 

These investments have produced substantial economic growth, 
exactly the outcomes that we want to produce by keeping it on the 
books and also making it permanent. Between 1972 and 1992, the 
average growth rate for computer and software technology compa- 
nies was approximately 27 percent, over nine times the growth rate 
of the national economy during that period. I think the figures are 
most provocative and tell the best story. 

Not surprisingly, software, computer, medical, and biotechnology 
firms are driving job growth throughout the country, and these are 
very good paying jobs for our people. Yet with this success, the 
R&D tax credit has been extended for just months at a time. This 
is a short-term tax plan, and I think that it undermines the eco- 
nomic growth we are trying to promote. 

Research and development requires long-term planning and fi- 
nancial stability in order to succeed. In other words, the companies 
that do this need to have something that is reliant, a reliant public 
policy. These legislative stops and starts weaken the high tech- 
nology industry’s ability to use this tax provision effectively. I urge 
this subcommittee to improve the effectiveness of the R&D tax 



7 


credit by removing the uncertainty which results from these short- 
term extensions. 

I believe H.R. 803 accomplishes this goal by making the credit 
permanent, and I urge its swift passage. 

I would also like to offer my support for two additional tax provi- 
sions important to the high technology community. The first is 
making retroactive, extending, and making permanent the research 
expense allocation rule which allocates 50 percent of U.S. research 
expenses to U.S. source income — this expired provision encourages 
companies to spend their research dollars in our country and is an 
important complement, I believe, to the R&D tax credit — ^and fi- 
nally, to review the proposal to improve the existing tax credit by 
extending it to teams of companies and not-for-profit scientific re- 
search organizations. Because more and more research is now 
being done under the umbrella of not-for-profits and consortia, this 
could greatly improve the effectiveness of the R&D tax credit. 

Let me thank you again. Madam Chairwoman, for your leader- 
ship on this issue and so many others, to all of the members of the 
subcommittee, and most especially for holding this very important 
hearing on this all-important issue for the future competitiveness 
and growth of our Nation. 

Thank you. 

Chairman Johnson. Thank you very much. 

Mr. Neal, a valued member of our committee, a colleague. 

STATEMENT OF HON. RICHARD E. NEAL, A REPRESENTATIVE 
IN CONGRESS FROM THE STATE OF MASSACHUSETTS 

Mr. Neal of Massachusetts. Thank you very much. Madam 
Chairperson, and members of the subcommittee. 

Yesterday, Madam Chairperson, I would note that you made ref- 
erence to Elvis during your opportunity to testify, and every time 
that Elvis had a chance, he brought up his support for making the 
R&D credit permanent. 

Chairman Johnson. I am glad to know that. 

Mr. Neal of Massachusetts. We monitored that very carefully. 

Let me thank you and commend you this morning, Mrs. Johnson, 
for holding this hearing. This credit is due to expire on June 30, 
1995. You and I have worked with the New England delegation, as 
well as The New England Council, which deserves, I think, enor- 
mous credit for having advanced this issue as well. 

Last fall, our delegation sent a letter to President Clinton re- 
questing a permanent extension of the research and development 
tax credit be included in the budget. Research and development is 
extremely important to corporations, especially those involved in 
the high technology industries. 

Massachusetts has the fifth highest spending on research and de- 
velopment in the Nation. Massachusetts is well represented at this 
hearing today, and you will learn from our distinguished witnesses 
how important research and development is to the Commonwealth 
of Massachusetts. 

In 1981 President Reagan signed into law a 4-year R&D tax 
credit to help stimulate the growth and competitiveness of our 
technology-based economy. This program was highly successful. 
One dollar of R&D credit stimulates approximately one additional 
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dollar of private research and development spending over the short 
term and as much as $2 of extra R&D in the long term. Research 
and development investment supports thousands of highly skilled 
employees in some of our growth industries. 

Unfortunately, the benefits of the R&D credit have been ham- 
pered by the credit’s temporary nature and uncertain future. Cor- 
porations have not been able to rely on the credit and plan for long- 
term investment. I believe our Tax Code should provide taxpayers 
with certainty. 

U.S.-based R&D is critical to our continued economic growth. The 
R&D credit provides a significant incentive for U.S. companies to 
perform R&D in the United States, providing high-skilled, high- 
paid jobs for American workers. 

This credit requires companies to increase their current R&D 
spending above a predetermined base before they are eligible to re- 
ceive the credit. Since 1981 the credit has been extended five times 
and changed to reduce the benefits available to certain companies. 
Failure to make the credit permanent has substantially reduced its 
value to businesses. Corporate research planners cannot rely on the 
incentive provided by the R&D tax credit if it is extended for 12 
to 18 months at a time. 

Foreign governments are competing fiercely for U.S. research in- 
vestments by offering tax and other financial incentives. We can no 
longer assume American companies will automatically choose to 
site their R&D operation in the United States. A permanent and 
robust U.S. R&D tax credit is essential to help ensure U.S. compa- 
nies keep the majority of their R&D function and R&D jobs in the 
United States. 

New England would substantially benefit from a permanent 
R&D credit. New England is still trying to recover from difficult 
economic times. A permanent R&D credit would provide a signifi- 
cant incentive for New England companies to perform research and 
development in New England. The technological innovations per- 
fected through research and development are necessary to assist 
New England companies that are undergoing defense conversion to 
compete in the marketplace. 

The first step is to make the R&D credit permanent. I know that 
some of us would like to see these changes made. However, provid- 
ing taxp^ers certainty should be our first goal. 

I look forward to hearing additional testimony over the next few 
days and want to thank you personally for the efforts that you 
have extended on behalf of the R&D credit. 

Chairman Johnson. Thank you, Mr. Neal. 

You are absolutely right about how important this is to New 
England. It is interesting that the first two Members are from op- 
posite ends of the Nation; it shows how very important this is. 

Mr. Meehan. 

STATEMENT OF HON. MARTIN T. MEEHAN, A REPRESENTA- 
TIVE IN CONGRESS FROM THE STATE OF MASSACHUSETTS 

Mr. Meehan. Thank you. Madam Chairwoman, members of the 
subcommittee. I have been working on this issue as a cochair of the 
Manufacturing Task Force, which is part of the Northeast-Midwest 
Congressional Coalition, and we had hearings around the country. 
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I had no idea about Elvis’ support for this, and I am glad that Con- 
gressman Neal has brought that forward. 

I am pleased to offer testimony on the need to extend and im- 
prove the research and experimentation tax credit now contained 
in section 41 of the Internal Revenue Code. 

Since the Great Depression, between 65 and 80 percent of all 
productivity improvements can be attributed to the use of new 
technolo^. Some studies have shown that for every $1 that an in- 
dividual Dusiness realizes from the investment in K&E, society as 
a whole realizes $2, $3, or even more dollars. 

Research plays a critical role in the competitive status of the 
United States. It is a downpayment on future economic vitality. 
Without adequate R&E, our businesses will eventually lose the 
race for discoveries and innovations that form the basis for new 
products, new services, new manufacturing processes, market 
share, and ultimately, world influence. 

Ultimately, the United States share of R&E has fallen for the 
first time in 20 years, and more research is being conducted over- 
seas by U.S. companies. As cochair of the Northeast-Midwest Con- 
gressional Coalition on Manufacturing, I hosted hearings through- 
out the Northeast and Midwest during the 103d Congress and had 
numerous meetings with manufacturers, economic development of- 
fices, economists throughout the country, to talk to them about the 
types of policies that would help small and medium-sized manufac- 
turers survive and prosper. Based on these discussions, the Task 
Force identified the R&E tax credit as a key contributor to U.S. 
manufacturing success. 

We also determined that its potential could be significantly en- 
hanced if a few key modifications were adopted: First, make the re- 
search and experimentation tax credit permanent; and second, ex- 
tend it to cooperative research. 

A permanent R&E credit would mve companies more fiscal cer- 
tainty to plan for long-term expenditures and to discover and de- 
velop new products and technolo^es. Moreover, extending the cred- 
it to cooperative research with institutions, such as Federal labs, 
working with universities, would greatly encourage joint ventures 
in research and experimentation. The advantage of such ventures 
is that they would spread the risk of research, making companies 
more willing and able to undertake activities leading to product 
and process innovation. 

Technology is a driving factor in enhancing productivity and 
prosperity. A permanent and extended R&E tax credit is essential 
to continue the business and employment growth that has again 
begun to develop in our region and my home State of Massachu- 
setts. 

Technology development is particularly critical to the firms in 
the Northeast. The region’s high cost of living requires manufactur- 
ing firms to pay higher wages. 'These higher wages can only be sus- 
tained through high-value-added manufacturing that comes from 
research and development. 

When American technology and manufacturing ruled the world, 
we had no need to examine how technolo^ was produced or how 
it was disseminated throughout our manumcturing base. We must 
now carefully examine the means by which this te^nology, instead 
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of merely developed in the United States, is deployed and actually 
used by our small and medium-sized manufacturing base. We must 
work together to fashion the right mechanism whereby technology 
can be developed and transferred in the most economically efficient 
manner. 

The proposed modifications will improve the credit in a fiscally 
responsible way. By stimulating industry-led collaborative efforts, 
the modified credit will maximize limited private and public sector 
R&E funds, and it will encourage firms to better allocate scarce re- 
search resources to projects that advance both their individual and 
collective goals. Throughout the Tax Code, we can construct the 
framework for research partnerships that are truly industry led in 
the most efficient manner possible. 

I encourage the subcommittee to enact this important improve- 
ment to the R&E tax credit when it is considered in the coming 
weeks. Thank you very much. My compliments to you for having 
this hearing. 

[The prepared statements follow:] 
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STATEMENT OF REP. MARTY MEEHAN AND BOB FRANKS 
CO-CHAIRS OF NORTHEAST-MIDWEST CONGRESSIONAL COALITION 
CO-CHAIRS OF THE NATIONAL TASK FORCE ON MANUFACTURING 

Dear Madam Chairman and Members of the Subcommittee on Oversight: We are 
pleased to offer testimony on a matter of great imponance to states in the Northeast-Midwest 
region and across the nation that rely on the jobs and economic activity that a healthy 
manufacturing base provides — the need to extend and improve the research and experimentation 
tax credit now contained in Section 41 of the Internal Revenue Code. 

In our capacities as co-chairs of the Northeast-Midwest Congressional Coalition and the 
National Task Force on Manufacturing, we examined the need for a permanent and improved 
R&E tax credit as part of a larger assessment of tax and finance alternatives aimed at 
strengthening the nation’s manufacturing sector. Since the Task Force was launched early in the 
103rd Congress, we have heard ffom manufacturers and policy experts during forums we 
convened in Washington and around the region. During these sessions, we discussed at length 
manufacturing finance needs and incentives with experts such as former Senator Paul Tsongas 
and George Hatsopoulos, CEO of ThermoElearon in Waltham, Massachusetts, who emphasized 
the need for a permanent and predictable R&E tax credit Numerous economists, economic 
development officers, and small and mid-sized manufacturers themselves were consulted about 
the types of policies that would help them survive and prosper. 

Through the extensive efforts of Task Force members — such as Congresswoman 
Johnson — we identified the R&E tax credit as a key contributor; we also determined that its 
potential could be significantly enhanced if a couple of key modifications were adopted Based 
on this analysis, we included the following as the fourth recommendation in the Task Force 
report. Getting Back to Work: Breathing New Life into American Manufacturing: 

"Make the research and experimentation tax credit permanent and 
extend it to cooperative research. ” 

We believe that such an action is important to manufacturing and important to the 
economy of our region. A permanent R&E credit would give companies more fiscal certainty to 
plan for long-term expenditures and to discover and develop new products and new technologies. 
Moreover, extending the credit to cooperative research with institutions such as federal labs (or 
universities working with the labs) would encourage a greater number of joint ventures in 
research and experimentation, the advantage of such ventures is that they would spread the risk 
of research and make companies more willing and able to undertake activities leading to product 
and process innovation. 

As the Task Force report noted, technolo©' — rather than labor cost — is the driving factor 
in enhancing productivity and prosperity. A permanent and extended R&E tax credit is essential 
to continue the business and employment growth that has again begun to blossom in our region. 
Technology development is particularly critical to firms in the Northeast The region’s high 
costs of living require manufacturing firms to pay higher wages. These higher wages can only 
be sustained through high value-added manufacturing that come from research and development. 
The R&E tax credit being discussed todav bv the committee is one of the best vehicles to 
encouraging this important research and development. 

To further increase the benefits of a permanent R&E credit, we believe the committee 
should consider extending the R&E tax credit to collaborative research. We would like to 
submit more detailed analysis for the record on this point. Essentially, bringing together firms 
with similar interests and needs, federal labs, and universities could provide the catalyst for 
innovation and creativity that could lead to widespread economic growth. Other nations have 
developed and nurtured highly successful technology development and deployment mechanisms 
based on such collaboration, and we in the United States must begin to promote this type of 
environment. 

In closing. Chairwoman Johnson, we urge the Committee to make the credit permanent 
and to increase the incentive for collaborative R&E efforts. In this way, the greatest potential 
can be garnered from private and public research efforts, and the manufacturers of this country 
car* begin to regain their competitive advantage. 
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THE BENEFITS OF A PERMANENT, EXTENDED R&E TAX CREDIT 

1. R&E Is Essential to Our National Competitiveness 

Real economic growth always has been dependent on development and application of 
new science, innovation, and technology. Since the Great Depression, between 65 and 80 
percent of all productivity improvements have been attributable to the use of new technology. 
Indeed, studies have shown that for every $1 dollar that individual businesses realize from their 
investment in R&E, society as a whole realizes $3 or more. High technology firms alone 
represent a significant importance to our nation. As indicated in the recent OSTP study, while 
high technology firms comprised only 0.7 percent of all U.S. firms (excluding sole 
proprietorships), their importance to the national economy for outstrips their numbers. They are 
the source of a disproportionately large share of employment, sales, and export growth. And 
they are the source of innovation from which flow much of the improvements in our nation's 
standard of li\ang. 

Not surprisingly, therefore, research plays a critical role in the competitive status of the 
U.S. It is a down payment on future economic vitality. Without adequate R&E, our businesses 
will eventually lose the race for discoveries and innovations that form the basis for new products, 
new services, new manufacturing processes, market share and ultimately, world influence. 

Unfortunately, the U.S. share of R&E has fallen for the first time in 20 years, and more 
research is being conducted overseas by U S. companies. Moreover, when our industries 
make the necessary outlays, the commercialization of new t«:hnology and its assimilation into 
the manufacturing process are being accomplished more swiftly by our competitors. According 
to the National Science Board; 

• U.S. R&E stagnated in the late 1980s and continues to stagnate into the 1990s, showing a 
growth rate of only 0. 4 percent, as foreign rivah increase their R&E investments. 

• U.S. spends too few dollars on industrial R&E and makes poor use of the ones it does spend 

• Corporate laboratories are under severe fnancial stress and being forced to shift to shorter- 
term R&E. 


2. More Collaborative R&E on Manufacturing Process and Other R&E Must be Encouraged 

There is little doubt that the current R&E credit stimulates product innovation and 
improvements to existing products. Accelerating advances in product design and manufacturing 
technology have re-shaped the manufacturing environment and the global marketplace for goods. 
Manufacturing firms are coping to adjust to a new environment where production runs are 
shorter, oroduct cvcles are quicker, and failure-free and timely production at decreasing costs is a 
condition for survival. The effeas of these dramatic changes are intensified as an increasing 
number of smaller industrial firms enter the economic landscape with fewer workers with greater 
skill demands. 

In this arena, process technology plays an increasingly prominent role Access to and 
adoption of new technologies can outweigh transportation and labor considerations. Small and 
medium-sized manufacturers are particularly at risk due to limited technical and financial 
resources for acquiring and implementing off-the-shelf productivity tools. 

Moreover, mere investment in new technologies may not be enough to address the 
challenge of international competition for domestic and international markets, U.S. companies 
also must benefit from instituting a continuous improvement process based on first upgrading 
their technologies and training. All companies must develop new expertise and integrate it with 
the traditional skills in order to modernize their factories with various advanced manufacturing 
techniques. Frequently, small companies that invest in new technology cannot afford the 
additional engineering talent required to organize their operations in ways that fully exploit the 
technologies they have adopted. 
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The ability to adapt to technological change is also an increasing requirement along the 
manufacturing food chain. Large companies, foreign and domestic, are becoming more 
concerned about their supplier’s technological and organizational abilities. Manufacturers along 
the supply chain feel these competitive pressures manifested in the form of requirements for 
better quality, greater reliability, and more timely delivery. However, the small supplier usually 
cannot meet these demands without investing in new technologies. Without such investments 
they are operating far below their potential — their methodologies and management practices are 
inadequate to ensure that American manufacturing will be globally competitive. 


3. Collaborative R&.E is Done To a Greater Extent in Foreign Nations 

The problem is exacerbated by the increaang tendency of foreign competitors to engage in 
collaborative R&E. Our foreign competitors have increased their investment in research, often 
acting in teams that leverage their investments. In the U.S. today, approximately 200 industry 
consortia have been established under the 1984 Act, and new groups are forming as companies 
band together to fecc stiff global competition. However, this represents a small amount of the 
R&E pool. Little over I percent of all research is conducted cooperatively. Of the $ 1 50 billion 
in research and development conducted in the United Stales, only approximately $2 billion is 
conducted by consortia * 

By contrast, more than four times the relative percentage of R&E conducted 
cooperatively in Japan is collaborative, and about one-fifth of all joint research (or 6 percent of 
total R&E) is "horizontal" collaboration — collaboration among competing firms. Collaborative 
European projects include ESPRIT in information technology, RACE in advanced 
communications, BRITE in advanced materials and manufacturing, VLSIC for high capacity 
memory chips, ICOT for the fifth generation computer, and TRC for joint research on magnetic 
levitation and other technologies. 

The U.S. must do more to promote cooperative research if we are to keep pace with our 
principal trading panners. 

4. The Collaborative Credit Will Benefit Firms Not Encouraged by the Current Incremental 
Credit 

The proposed enhancement to the R&E tax credit will promote cooperative research. 
The cooperative credit will assist companies that are otherwise increasing their R&E 
expenditures above the "base," regardless of how that base is defined in the section 41 
incremental credit. Equally important, however, it also will benefit companies that cannot take 
immediate advantage of the incremental credit either because they do not have taxable income 
against which the credit can be offset, are subject to the limitations of the Alternative Minimum 
Tax, or whose R&E falls below the base. It also includes smaller firms that may be disinclined 
to invest the needed amounts in process or other technologies not perceived to inure to the 
bottom line immediately but need to make the investment to remain competitive in the long-run. 

The ability to share in the results of cooperative research that is "incentivized" or 
encouraged by the enhanced credit is a direct benefit to all participants in a cooperative venture. 
In essence, the leveraged research is disseminated to small and large firms alike, both profitable 
and currently unprofitable firms, and the indirect benefit of the credit is spread to the entire 
membership of the project. For firms that are below the "base," cooperation will allow them to 
"catch up to the fold" with immediately rewardable R&E expenditures. 

The National Academy of Engineering also endorsed the idea of a collaborative R&E tax 
credit. Specifically, a recent Academy Study Commission, looking at various measures to 
increase the level of stability of R&E tax policy, recommended that the U.S .; 


According to a recent survey Alliance for CoUabCMelive Research, companies conduct research and 
development with consortia for four major reasons: (1) to reduce the cost of conducting research by spreading 
the cost, (2) to reduce the risk of conducting high-tech research in untried areas, (3) to reduce redundant 
research within an industry — for example, innovations needed to meet an industry-wide standard or solve a 
broad problem, and (4) to cxmduct research which will only benefit the firm after a long period. Much of this 
research would not be ccnducted without the umbrella of the consortia because of the factors above - risk, 
costs, and few short term benefits. 

35% of cemsOTtia research reduces redundancies. 

30% of consMtia research spreads risks. 

20% of consortia research ^reads costs. 

" 1 5% of consortia research will benefit only in the Icnig term. 



14 


replace the current incremental Research and Experimentation tax credit with a permanent lax credit on the 
total annual R&E expenditure of a company to encourage an increase in the level and the stability of R&E 
activity across business cycles. In addition, extend the RAE ttac credit to cover industry-sponsored RdcE in 
universities, and other institutions, and the industrial contribution to R&E performed as a part of a consortium 
that includes government laboratories. 

As the committee is actively considering changes that would reward collaborative R&E 
— similar to the changes contained in S. 666 introduced last Congress by Senators Danforth and 
Baucus — I would like to focus my comments on the credit as it relates to collaborative R&E. 

5. Collaboration Encourages New RAE, which is the Purpose of the R&E Tax Credit 

Collaboration in areas of engineering research, for example, often concentrates on R&E 
that is not being performed by the private sector on an individual firm level. For example, much 
collaborative R&E focuses on unit manufacturing process R&E, which has been recognized by 
the National Research Council as ^ossly underfunded at a national level. While manufacturing 
process R&E can significantly improve the quality of products, lower costs, reduce scrap and 
improve the environmental integrity of manufacturing processes, it is difficult for any single 
manufacturer to capture the benefits of such research as opposed to the benefits of product- 
specific R&E. However, over the longer term such research has long range effects on our 
National industrial base and our National security. 

Encoura^ng research that would not otherwise be conducted, as the Subcommittee 
knows, is the underlying justification of the R&E tax credit. Stimulating a change that would 
erdiance and encourage collaboration would greatly advance the underlying policy goals of the 
current law, while incorporating sound science and engineering policy considerations. 

d. Collaboration Also Reduces Duplication 

Changes that would accelerate growth of collaborative enterprises is one of most 
important steps that can be taken to stimulate R&E in our tax code. Of course, when such a 
modification does not stimulate new R&E, it ensures R&E will be conducted through consortia 
for an ^together different reason. Much of the research being performed on process or 
environmental technology could be streamlined through consortia, which typically provide a 
more efficient vehicle for R&E activity. This consideration is highly important during a period 
when, as the National Science Foundation points out, our private and public R&E resources are 
increasingly limited, and we have reduced the level of R&E as a function of GDP for the first 
time in more than 20 years. 

7. Collaboration Assists in Technology Deployment 

Finally, apart fi'om reducing duplication of research or stimulating new R&E, consortia 
provide a fertile and robust environment for the deployment of technology, once developed. The 
consortia environment combines both suppliers and users of process R&E so the widest market 
for the implementation of such technology is assured. 

Technology deployment is the means by which advanced manufacturing technologies, 
either equipment, software, processes or management techniques, find their way from 
development to the factory floor. Sustained, expeditious, and effective technology deployment is 
essential to help our manufacturing sector generate desperately needed economic development. 

Beyond generalizations, the slow rate at which new technology is adopted in the U.S. is a 
demonstrable barrier to the deployment of new inventions and concepts into manufacturing 
industries. U.S. industry experts state that approximately 90 p^cent of new discoveries require 
25 to 75 years to achieve wdespread implementation in the U.S. The mean implementation time 
is approximately 55 years. By comparison, many of our trading partners bring new technology 
to fiuition in much shorter time frames. This comparison is particulariy salient when examining 
the Japanese, who claim a 400 percent faster adoption rate than the U.S. in R&E and automation. 

The Committee must keep in mind that the final goal of the R&E tax credit is not merely 
to stimulate new R&E spending, but to commercialize or deploy technology that results from 
that spending. 
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Conclusion 

When American technology and manufacturing ruled the world, we had no need to 
examine how technc^ogy was produced or how it was disseminated throughout our 
manufacturing base. We must now carefully examine the means by which tlus technology, 
instead of merely being developed in the U. S., is deployed and actually used by our small and 
medium-sized manu&cturing base. We must look tow^s encouraging process R&£ as opposed 
to simply product R&E. We miLst woric together to fa^on the ri^t mechanism whereby 
technology can be developed and transferred in the most economically efScient manner. I 
believe a collaborative tax credit modification to existing law is a cost-effective means to 
achieve this objective. 

The proposed modifications will improve the credit in a fiscally responsible way. By 
stimulating industry-led collaborative efforts, the modification credit will maximize limited 
private and public sector R&£ funds, and h will encourage firms to better allocate scarce 
research resources to projects that advance both their individual and collective goals. The 
modification will also stimulate new research — research unUkely to be undertaken individually 
because it is too costly, too risl^, or too long-term. Finally, by making efficient use of public 
and private resources, the modification will fully and cost-effectively advance the main 
policy rationale behind the existing credit. 

In today's world, maintaining latest technology is not just a question of market share, it is 
a question of survival In technology-intensive industries, ^lure to keep up with technological 
advances will have immediate repercussions, not only for the firms involve^ but for the entire 
U.S. industry. Through the tax code we can construct the framework for research partnerships 
that are truly industry-led in the most efficient manner posrible. I encourage the Committee to 
enact this important improvemeat to the R&E tax credit when it considers the credit in the 
coming weeks. 
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Chairman Johnson. Thank you very much for your testimony. 
This has certainly been all along a very bipartisan issue; it has 
been Matsui-Johnson, it has been Johnson-Matsui. We intend to 
work very closely on it. 

I appreciate your bringing our attention to the issue of team re- 
search, and particularly as we look at the goal of a balanced budg- 
et, one of the things that does come to mind is the inefficiency of 

f ovemment trying to support certain kinds of research that really 
oes need to be done, and it may be possible to use some of that 
money to fund a credit that would help the private sector work 
more creatively on some of the difficult projects that we know need 
to move forward. 

That is by way of saying that everything that we do is going to 
have to be paid for; but it is also true that this law was written, 
now, almost 15 years ago. Companies have changed dramatically, 
the economy has changed dramatically; and I urge you to share 
with us thoughts you have about how it ought to be modernized, 
because we are going to look at that, we are going to cost them out, 
and we are going to see what are our options in terms of making 
this a more powerful actor in our economy for all the reasons that 
you so eloquently set forth in your testimony. 

I thank you for your good words, your support, and your thought 
in this area, and look forward to working with you. 

I yield to my colleague, Mr. Matsui. 

Mr. Matsui. Thank you, Madam Chair. I don’t have any ques- 
tions for the three witnesses. I appreciate all of their testimony, 
particularly Anna Eshoo who is a colleague of mine from Califor- 
nia, who is involved with the accounting changes for the incentive 
stock options and helped, obviously, the high technology industry 
in California and nationally there. I appreciate that very much. 

Of course to Rich Neal, a colleague on the* committee, who un- 
doubtedly will be very involved in this, and Marty Meehan. We 
want to thank all of you for your testimony today, and we look for- 
ward to working with all three of you. Thank you. 

Chairman Johnson. Mr. Ramstad. 

Mr. Ramstad. Thank you. Madam Chair. I would like to associ- 
ate myself with the remarks of the distinguished chairwoman, as 
well as the ranking member of the subcommittee. I also want to 
thank the three witnesses for being here today. It is refreshing to 
work together in a bipartisan, pragmatic way on something. 

If there is anything we can agree on, it is certainly the extension 
of this important tax credit. As one who, like the three of you, rep- 
resents a high technology district, certainly 300 — and my good 
friend and cochair of the House Medical Technology Caucus might 
disaCTee, but I think 300 of at least the finest medical technology 
and biotechnology firms in the world, we recognize the importance 
of this credit. I don’t think there is anywhere else in the Federal 
budget that we get as much bang for our buck. 

We are talking about spending, over the 6 years, given a perma- 
nent extension of R&D, of the R&D tax credit, about $8 billion — 
$1.1 billion this, year, going up to a little over $2 billion in the year 
2000. 

I would like to ask if you know of any studies as far as the mac- 
roeconomic — we all know in our respective districts, high tech- 
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nolow districts but as far as the macroeconomic effects, in terms 
of job creation, capital formation, what we are talking about? What 
does it mean, $1 returned for every $1 of tax credit? 

I mean, for example, when we look at capital gains, we know — 
we had economist after economist come to our subcommittee, and 
Alan Sinai sat there and told us that the macroeconomic effect of 
reducing capital gains tax rates would be to create about 1.4 mil- 
lion new jobs over the 5 years. 

Perhaps we should wait until more technical witnesses come be- 
fore the subcommittee. 

Mr. Neal of Massachusetts. Mr. Ramstad, I would just offer kind 
of an anecdote on that. 

In Massachusetts, the link between our public and private uni- 
versity system and, I think, the growth of the high technology in- 
dustry is substantial evidence as to how these events play out. I 
clearly think that as we take up in this subcommittee, over the 
next few weeks, budget deliberations and discussions, we will have 
a chance to ciystallize some of those issues as we determine what 
ought to remain and what ought to go. 

But I think that I cannot emphasize enough how important this 
has been to our university system across the State, which has a 
reputation, I think most would agree, that is second to none in the 
country. The link between those institutions and the growth of the 
high technology industry offers substantial evidence in support of 
extending this credit permanently. 

Ms. Eshoo. I was just going to add. Representative Ramstad — 
and thank you for your nice comments — ^to underscore what I had 
stated in my testimony, that demonstrates the extraordinary 
growth from 1972 to 1992 for computer and software technology 
companies which was approximately 27 percent — this is over nine 
times the growth rate of the national economy during that period. 

I know that you are asking specifically for something else, and 
I believe in the following panel you will hear testimony taken from 
a study that was conducted that will, in my view, directly under- 
score or answer the question that you have uirected to us. 

Thank you anyway. 

Mr. Meehan. I headed a study that had a 3-to-l ratio in terms 
of the investment that would result. 

I would point out that my emphasis here is on manufacturing 
jobs. I believe that manufacturing is the engine that drives the 
economy, and our ability to produce products and to have more peo- 
ple working in manufacturing is critical because of the spinoff and 
multiplier effect of manufacturing jobs in general. So I think it is 
significant. 

With regard to the budget issues, having supported, myself, a 
balanced budget, I feel it is very important that when we make de- 
terminations about where we can cut taxes — and personally, I be- 
lieve there are very, very small instances where we can — this 
should be a priority. We should provide the $8 to $9 billion in cuts 
up front to pay for it. Ultimately, as we get to a balanced budget, 
we will all have some veiy, very difficult choices to make. 

I don’t believe the country can afford very much in terms of tax 
cuts. This is one of the teix incentives that we have to find the cuts 
for and make it work, because it is critical. 
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Mr. Ramstad. Well, thank you again, Madam Chair. 

I certainly agree with all three of you. I look forward to working 
together with you for enactment of a permanent R&D tax credit. 

Thank you. Madam Chairman. 

Chairman Johnson. Thank you very much. 

Thank you for your interest in this. We will be looking at op- 
tions, so as you think about those things, don’t hesitate to bring 
them forward. We will also be looking at a flat credit versus the 
structure in the current law. We will mso be looking at how to pay 
for it, and one of the ways to look at that is, are there other por- 
tions of the tax system we impose on business that are less impor- 
tant, that are less significant in terms of rewarding the kind or be- 
havior that is going to keep us a cutting-edge nation in 10 years. 
So all of that is on the table, and your thoughts will be welcomed. 

Thank you for your testimony. 

The next panel will be Mr. Gandhi, the associate director of Tax 
Policy and Administration for the U.S. General Accounting Office; 
Christopher Anderson, the general counsel, Massachusetts High 
Technology Council in Massachusetts; Michael Hooker, president of 
the University of Massachusetts on behalf of The New England 
Council; Doug Olesen, president and chief executive officer of 
Battelle Memorial Institute in Columbus; and Judith Pensabene, 
director of Federal Affairs and Counsel for Baltimore Gas & Elec- 
tric Co. 

At this moment, I am going to yield to my colleague, Mr. 
Portman, for purposes of an introduction. 

Mr. Portman. I thank the Chairwoman. I just wanted to make 
a special introduction of a fellow Ohioan. Doug Olesen is president 
and chief executive officer of the Battelle Memorial Institute in Co- 
lumbus, Ohio, which is now, I believe, Dr. Olesen, the world’s larg- 
est contract research organization with offices all around the coun- 
try — laboratories all around the country — but, again, head- 
quartered in Columbus, Ohio. 

Dr. Olesen has also been very involved in the community, Colum- 
bus, and statewide. I want to commend him for that and welcome 
him today. 

Thank you. Madam Chairwoman. 

Chairman Johnson. We will start with Mr. Gandhi. 

STA'TEMENT OF NATWAR M. GANDHI, PH.D., ASSOCIATE 

DIRECTOR, TAX POLICY AND ADMINISTRATION ISSUES, GEN- 
ERAL GOVERNMENT DIVISION, U.S. GENERAL ACCOUNTING 

OFFICE 

Mr. Gandhi. Thank you. Madam Chairman. 

Madam Chairman, Mr. Matsui, and members of the subcommit- 
tee, we are pleased to be here today to discuss several issues we 
believe are important to your deliberations on the research tax 
credit. 

Congress created the credit in 1981 on a temporary basis to en- 
hance the competitive position of the United States in the world 
economy by encouraging the business community to do more re- 
search. The credit applies to qualified research spending that ex- 
ceeds a base amount. Currently, the rate of credit is 20 percent of 
the spending. 



19 


On the basis of our past work and newly available data, we have 
four major observations to make. First, the research tax credit is 
primarily earned by large corporations in the manufacturing sector. 
For example, in tax year 1992, coiporations earned almost $1.6 bil- 
lion of credits. Most of these credits, some 71 percent, were earned 
by corporations with assets in excess of $250 million. Within the 
manufacturing sector, which earned 76 percent of the credit, the 
four industries that earned the most credits were chemicals, includ- 
ing drugs, electronic, and nonelectronic machinery, and motor vehi- 
cles. 

The amount of the credit earned is not equivalent to the revenue 
cost of the credit because not all of the credit earned can be used 
immediately. The Joint Committee on Taxation has estimated that 
if the credit were extended, its annual revenue cost would be ap- 
proximately $2.2 billion by fiscal year 1998. 

Our second observation is that the research credit is basically a 
transfer of money from all taxpayers to those taxpayers who exceed 
the base research spending. This transfer is to induce changes in 
the productive activities within the economy. It is commonly held 
that society generally benefits more from R&D spending than from 
nonresearch spending, but data to measure such benefits are very 
limited, making it difficult to determine conclusively whether the 
research tax credit provides a net benefit to society. 

Now, the third observation. Congress in 1989 revised the rules 
for calculating the base. Before 1989 the base was calculated in 
such a way that a link was established between current spending 
and future base amounts. The link substantially reduced the credit 
that was available in the future years. In an earlier study, we esti- 
mated that, at the margin, the credit at the time provided compa- 
nies a benefit of 3 to 5 cents per $1 of additional research spending. 
We further estimated that each $1 of taxes forgone stimulated be- 
tween 15 and 36 cents of research spending. Although the amount 
of research spending stimulated by the credit was well below the 
credit’s revenue cost, total benefits could have been much higher. 

The 1989 revision broke the link between the current spending 
and the future base by creating a fixed base, as opposed to the 
moving average base that existed before. This revision should have 
increased the amount of research spending stimulated by the cred- 
it. 

At the same time, available evidence suggests that the fixed base 
of the credit has become too generous for some corporations in the 
sense that a large portion of the credit they receive is for spending 
they would have done anyway. On the other hand, some other cor- 
porations are unable to earn any credit, resulting in less overall re- 
search being stimulated. 

If the credit is extended in its current form. Congress may want 
to provide for reviewing and adjusting this base as needed. 

Our last observation is that the research credit has been difficult 
for IRS to administer. 'This conclusion was based on a survey of 
IRS revenue agents who audited large companies. These agents 
questioned the credit claimed by 79 percent of the corporations in 
which the credit was audited, and 54 percent of the agents found 
at least one aspect of the credit difficult to audit. 
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About one-fifth of the agents said the definition of “qualified re- 
search” was unclear. In 1994 the Treasury Department issued final 
regulations that may resolve this uncertainty. However, con- 
firms we still have to distinguish innovative research from routine 
research. That is because innovative research qualifies for the cred- 
it; routine research does not. 

In conclusion, Madam Chairman, mven the lack of empirical evi- 
dence for evaluating the credit’s net benefits to society, we have not 
taken a position as to whether the research credit should be made 
permanent or allowed to expire. 

We have, however, concluded that if the Congress decides to ex- 
tend the credit, it may also want to ensure that the credit provides 
an attractive incentive to most recipients at an acceptable revenue 
cost. One way this could be done is by requiring that the base be 
reviewed and adjusted as needed. 

That concludes my oral statement. Madam Chairman. I request 
that my written statement be placed in the record. I welcome any 
questions that you and the other Members may have. Thank you. 

[The prepared statement follows. Due to its size. Objectives, 
Scope, and Methodology, Appendix I, is being retained in commit- 
tee files.] 
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ADDITIONAL INFORMATION ON THE 
RESEARCH TAX CREDIT 

SUMMARY STATEMENT OF 
NATWAR M. GANDHI 

ASSOCIATE DIRECTOR, TAX POLICY AND ADMINISTRATION ISSUES 
GENERAL GOVERNMENT DIVISION 
U.S. GENERAL ACCOUNTING OFFICE 

Madam Chairman and Members of the Subcommittee: 

We are pleased to be here today to provide information on the 
research tax credit and to discuss several issues that we believe 
are important to your deliberations on the future of the credit. 

In 1981/ Congress created the research tax credit to encourage 
business to do more research. It believed that an increase in 
research was necessary to enhance the overall competitive 
position of the U.S. economy. Since its enactment on a temporary 
basis in 1981, the credit has been extended six tiroes and 
modified four times. The credit has always been incremental in 
nature. Taxpayers are to receive a credit only for qualified 
research spending that exceeds a base amount. The current rate 
of credit is 20 percent of that incremental amount of spending. 

On the basis of our past work^ and newly available data, we have 
the following four major observations to offer: 

-- The research credit is primarily earned by large 
corporations in the manufacturing sector. 

— The credit's net benefit to society would ideally be evaluated 
in terms of the ultimate benefits derived from the additional 
research that it stimulates and not just on the basis of how 
much research spending it stimulates for a given revenue cost. 
However, once the decision has been made to provide some form 
of credit, the amount of spending stimulated per dollar of 
revenue cost is a relevant criterion for assessing alternative 
designs for the credit. 

The revisions that Congress made in 1989 should have increased 
the amount of research spending stimulated per dollar of 
revenue cost. However, available evidence suggests that the 
fixed base of the credit has become too generous for some 
corporations, in the sense that a large portion of the credit 
they receive is for spending they probably would have done 
anyway. At the same time other corporations are unable to 
earn any credit, resulting in less overall research being 
stimulated. If the credit is extended in its present form. 
Congress may want to provide for reviewing and adjusting this 
base as needed. 

-- The research credit has been difficult for the Internal 
Revenue Service (IRS) to administer, primarily because the 
definition of qualified research spending was unclear. In 
1994, the Treasury Department issued final regulations that 
may resolve this uncertainty. However, IRS and firms will 
still have to distinguish innovative from routine research. 

Now I will elaborate on each of these points. 


^ Preliminary Analysis of the Research and Experimentation Tax 
Credit (GAO/GGD-88-98BR, June 1988); The Research Credit has 
Stimulated Some Additional Research Spending (GAO/GGD-89-114, 

Sep. 1989); Pharmaceutical Industry's Use of the Research Tax 
Credit (GAO/GGD-94-139, May 1994); Information on the Research 
Tax Credit (GAO/T-GGD-95-140, April 1995). The objectives, scope 
and methodology of this testimony are discussed in appendix I. 
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CORPORATIONS USING THE RESEARCH CREDIT 

In tax year 1992, corporations earned almost $1.6 billion worth 
of research credits.^ Most was earned by large corporations in 
the manufacturing sector — 71 percent by corporations with assets 
in excess of $250 million and 76 percent by manufacturing 
corporations. Within the manufacturing sector, the four 
subsectors that earned the most credits were those producing 
chemicals (including drugs), electrical equipment, motor 
vehicles, and nonelectronic machinery. (See Tables 1 and 2 for 
more details.) 

The amount of credit earned is not equivalent to the revenue cost 
of the credit because not all of the credits earned can be used 
immediately. The general business credit limits the use of the 
research credit by combining It with other credits for the 
purpose of computing an overall limit on the reduction of a 
company's tax liability.^ Although corporations earned almost 
$1.6 billion of research credits and had other general business 
credits totaling $4.5 billion (including carryforwards from prior 
years), they were able to use only $1.1 billion of general 
business credits against 1992 tax liabilities. The Joint 
Committee on Taxation has estimated that, if the credit were 
extended, by fiscal year 1998, Its revenue cost would be 
approximately $2.2 billion per year. 

EVALUATING THE CREDIT 

The research credit Is basically a transfer of money from all 
taxpayers to those taxpayers who exceed their base research 
spending. This transfer Is meant to induce changes in the 
productive activities within the economy. It is commonly held 
that society benefits more from research and development spending 
than from nonresearch spending. But data to measure such 
benefits are very limited. 

If the activities encouraged by the credit are. In fact, more 
beneficial to society than activities discouraged by this 
reallocation of resources, then the credit would be considered 
sound tax policy. We know of no studies that show whether the 
credit is better than alternative forms of government incentives 
aimed at encouraging research. We do know that the more research 
spending the credit stimulates per dollar of revenue cost, the 
better the credit would compare to other policies. 

As we explain in the next section, the base calculation for the 
credit has an important effect on the incentive provided for 
Increased research spending. Other factors also affect the 
incentive. These Include the rate at which research expenses 
reduce tax liability, limits on the amount of general business 
credits that may be claimed, reductions in research expense 
deductions by the amount of credit claimed, and the carryover 
provisions for companies without sufficient tax liability to 
claim the credit. These factors, which affect individual 


^These data were extracted from the IRS' Statistics of Income and 
exclude credits earned by individuals and partnerships. The data 
Include S corporations, which represented about 30 percent of the 
corporations earning a credit but accounted for only 2.4 percent 
of qualified spending and 4.1 percent of the credit earned. 


^The general business credit Includes such tax credits as the 
targeted jobs credit and the low income housing credit. Research 
credits accounted for about 86 percent of the current year 
general business credits of companies earning a research credit 
in 1992. The general business credit cannot exceed net income tax 
minus the greater of (1) the tentative alternative minimum tax or 
(2) 25 percent of the net regular tax liability above $25,000. 
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companies differently, are Important in determining the incentive 
for increased research spending provided by the credit. For 
example, in 1992 about 79 percent of the corporations earning 
research credits had accumulated more general business credits 
than they could use. This meant that additional research credits 
earned by these corporations could not be used against current 
tax liabilities, thus reducing the marginal incentive provided by 
the credit. 

ISSUES RELATING TO THE BASE OF THE CREDIT 

The rules for determining the base spending amount to be used 
when calculating the credit have a critical Impact on the 
credit's effect.* 

To stimulate the most research spending per dollar of tax revenue 
forgone, the credit should be designed to give a benefit for 
research spending that firms undertake above and beyond the 
amount they would have spent in the absence of the credit. 
Conversely, no reward should be given for research that firms 
would have undertaken anyway. Unfortunately, it is impossible to 
determine accurately the amount of qualified research that firms 
would have undertaken without the credit. When discrepancies 
exist between this "ideal" base for the credit and whatever base 
is used in practice, the result is that firms are rewarded either 
too much or not enough for their spending behavior. 

Prior to 1990, the base of the regular credit was equal to the 
average of qualified expenditures for the 3 previous tax years or 
to 50 percent of the current year's expenditures, whichever was 
greater. Although this base may have been a fairly good 
approximation of the ideal base, it had a serious flaw. The 
moving average base established a link between the taxpayer's 
current spending and future base amounts in a manner that 
substantially reduced the incentive provided to many companies. 
Specifically, each dollar spent in any year raised the base by 33 
cents in each of the next 3 years, thus reducing the credit 
available in those years. 

In our 1989 study, we estimated that, at the margin, the previous 
credit provided companies a benefit of 3 to 5 cents per dollar of 
additional research spending. We further estimated that this 
incentive stimulated between $1 billion and $2.5 billion of 
additional research spending between 1981 and 1985 at a cost of 
$7 billion in tax revenues. Thus, each dollar of taxes forgone 
stimulated between IS and 36 cents of research spending. 

Although the amount of research spending stimulated by the credit 
was well below the credit's revenue cost, total benefits could 
have been much higher. 

The revision of the credit in 1989 significantly increased the 
effective incentive of the regular credit by breaking the link 
between current spending and future base amounts. For most 
credit recipients, this new base is related to the ratio of 
research spending to gross receipts during the period 1984 


*Corporation8 can receive credits three different ways. First, 
they can earn credits for undertaking research themselves. For 
convenience, we will refer to this as the "regular” credit. 
Corporations can also earn credits for funding basic research by 
qualified organizations (primarily universities). This basic 
research credit accounted for less than 2 percent of the total 
amount of research credit earned in 1992, and the rules for 
computing this credit are different from those for the regular 
credit. Finally, corporations can receive flow-through research 
credits from other taxpayers. Flow-through credits also 
accounted for less than 2 percent of total research credits in 
1992. The remainder of our testimony will focus on the regular 
research credit. 
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through 1988. To arrive at the base amount, this ratio or "fixed 
base percentage," as it is known, is multiplied by the taxpayer's 
average annual gross receipts for the 4 years preceding the 
current tax year. 

One concern about the current base is that the spending behavior 
that individual firms exhibited from 1984 through 1988 may not be 
reflective of the spending that those firms would engage in now 
if the credit did not exist. The current base is appropriate as 
long as firms' ratios of spending to gross receipts are fairly 
constant over time. To the extent that taxpayers change their 
spending behavior over time, the credit computation would be too 
generous for some taxpayers, resulting in undue revenue losses. 

At the same time, it would deny others the opportunity to earn 
the credit, thus stimulating less overall research. Our analysis 
of corporate taxpayer data indicates that the accuracy of the 
credit's base has eroded significantly since 1989, which suggests 
the need for some adjustment to ensure that the credit provides 
an attractive incentive at an acceptable revenue cost. 

Our analysis shows that the current computation rules are too 
generous for most corporations that earn the credit, in the sense 
that a large portion of the credit they receive is for spending 
they probably would have done anyway. We also found some 
evidence that many corporations earning the credit prior to the 
1989 revision were unable to earn it in 1992.* 

Our analysis first determined how many corporations' current 
research spending was at least double their base amounts. 
Corporations in this situation become subject to a special rule, 
that resets their base amount equal to half of their current 
year's spending. Large numbers of corporations being subject to 
the special rule Indicates a problem with the credit's design for 
two reasons. First, the effective incentive that the credit 
provides in this situation is cut in half, because each 
additional dollar a corporation spends raises its base by 50 
cents. Second, given that other studies' roost optimistic 
assumptions imply a stimulative effect of no more than 30 
percent, it is unlikely that the credit leads corporations to 
come close to doubling their spending on research. Consequently, 
a significant portion of the credit earned by corporations whose 
current research expenditures are far above their bases is earned 
for spending that they probably would have done anyway. 

We have found that, in 1992, almost 60 percent of the 
corporations that reported some regular research spending on 
their tax return were subject to the special 50-percent base 
rule. These corporations accounted for about 19 percent of the 
regular spending done and 40 percent of the regular credit earned 
by all corporations reporting spending. Small corporations were 
much more likely to be in this situation than were large 
corporations. We have not yet determined the reasons for this. 
(Table 3 provides additional information on the characteristics 
of these corporations.) 

Our second analysis involved tracking the credit-earning 
experience of individual corporations from 1989 through 1992. 
Unfortunately, the database that we were able to construct 


^Although our evidence concerning cases where the base is too low 
is stronger than our evidence concerning the opposite problem, 
this may simply be due to the fact that the former situation is 
much easier to detect. Corporations that earn a research credit 
in a given year report both their current research expenditures 
and their base amount on IRS form 6765. However, if research 
spending does not exceed the base amount, no credit will be 
earned and, therefore, no form will be filed. IRS databases do 
not contain information on research spending by companies that do 
not file the form. 
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included only corporations with assets of at least $50 million, 
so we can provide no insight into the experiences of smaller 
companies. The roughly 1,600 corporations that we could examine 
accounted for about 73 percent of the research credit earned in 
1989. 

The corporations we studied exhibited a wide variety of credit- 
earning patterns over the 4-year period, but the percentage of 
them that earned a credit declined every year between 1989 and 
1992. In 1989, 65 percent of these corporations were able to 
earn a regular credit, but by 1992 less than 54 percent of them 
could. We do not know how much of this decline can be attributed 
to the change in the credit's design after 1989, but the pattern 
does indicate that a growing number of large corporations are not 
able to surpass their historic rates of spending (see Table 4 for 
more details.) 

ADMINISTRATION OF THE RESEARCH CREDIT 


In our earlier work, we concluded that the credit was relatively 
difficult for IRS to administer. This conclusion was based on 
our survey of IRS revenue agents who audited large companies for 
tax years 1981 through 1986. The survey found that these IRS 
revenue agents questioned the credit claimed by 79 percent of the 
corporations in which the credit was audited, and that 54 percent 
of the revenue agents found at least one issue or aspect of the 
credit difficult to audit. Revenue agents most frequently cited 
the following four reasons for questioning research expenditures: 
Rather than for qualifying, innovative research, the expenditures 
were for (1) adapting existing capabilities, (2) routine or 
cosmetic alterations, (3) overhead and administration, or (4) 
ordinary testing. In general, most of these agents found it 
difficult to distinguish spending for new products or functions 
from spending that paid for routine or cosmetic changes. 

Our interviews with IRS for our 1994 report indicated that this 
difficulty remained. IRS officials reported that they were 
required to make difficult technical judgments in their audits 
concerning whether research was directed to produce truly 
innovative products or processes. An IRS official stated that, 
although examination teams often included engineers and other 
specialists enlisted to address technical issues that arose, IRS 
still had difficulty matching the technical expertise of the 
companies ' specialists . 

In our 1989 survey, about one-fifth of the revenue agents said 
the definition of qualified research was unclear. One reason 
cited was the lack of final regulations. The succession of 
proposed regulations issued in 1983, 1989, and 1993 to define 
qualified research under section 174 of the tax code created 
uncertainty about the definition of qualified research and 
contributed to the difficulty in auditing the research credit. 

All research spending that qualifies for the credit must first 
qualify under section 174. In 1994, Treasury issued final 
regulations that may resolve the uncertainty about the definition 
of qualified research spending. However, the difficulty of 
distinguishing innovative from routine research remains. 

Audits of the research credit can be burdensome for both IRS and 
the taxpayer because the audits must determine whether research 
expenses, such as wages and supply costs, were made in support of 
research activities that qualify for the credit. The taxpayer is 
thus required to show that expenses supported qualified research 
activities. Where detailed project accounting does not exist, 
both IRS and the taxpayer may find it difficult to separate out 
after the fact the cost of personnel employed in specific 
projects. Thus, according to an IRS official, the costs of 
administering the credit are substantial for both IRS and the 
taxpayer. 
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In summary. Madam Chairman, given the lack of empirical 
information for evaluating the credit's net benefit to society, 
we have not taken a position as to whether the research credit 
should be made a permanent part of the tax code or allowed to 
expire. We have, however, concluded that, if the Congress 
decides to extend the credit in its current form, it may also 
want to ensure that the credit provides an attractive incentive 
to most recipients at an acceptable revenue cost. One way this 
could be done is by requiring that the base be reviewed and 
adjusted as needed. 

That concludes my summary statement. ‘ We welcome any questions 
that you may have. 


^This summary statement for the record has been abridged to meet 
the Committee's formatting requirements. The complete version of 
the testimony includes information on the history of the credit, 
more detailed information on industry use of the credit and on 
corporations subject to the base limitation, and a description of 
the methodology used to obtain this information. Copies of the 
complete version, entitled Additional Information on the Research 
Credit (GAO/T-GGD-95-161) , may be ordered by mail from, U.S. 
General Accounting Office, P.O Box 6015, Gaithersburg, MD 20884- 
6015. Orders may also be placed by calling (202) 512-6000 or by 
using fax number (301) 258-4066, or TDD (301) 413-0006. 
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Table 2 : Percent Distribution of Corporations. Qualified Spending, and 
Credit Earned bv Industrial Sector. 1992. 



Corporations earning research credits | 

Industry 

Percent of 
corporations 

Percent of 
qualified 
spending 

Percent of 
credit 

Agriculture 

1.2 

0.2 

0.3 

Mining 

0.2 

0.4 

0.2 

Construction 

0.5 

0.1 

0.2 

Manufacturing 

65.3 

76.6 

75.8 

Transportation and 
public utilities 

1.7 

8.2 

6.2 

Wholesale trade 

5.6 

1.3 

2.1 

Retail trade 

1.3 

0.3 

0.5 

Finance 

0.9 

0.6 

1.1 

Services -medical , 
business 

23.3 

12.3 

13.5 

Total all 
industries 

100 

100 

100 


Note ! The percentages are based on sample data and consequently, are 
subject to sampling error. Totals may not equal the sum of the details due 
to rounding. 

Source: GAO analysis of IRS statistics of income data on corporations for 
tax year 1992. 
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Chairman Johnson. Thank you very much, Mr. Gandhi. 

Ms. Pensabene. 

STATEMENT OF JUDITH K. PENSABENE, DIRECTOR, FEDERAL 

AFFAIRS AND WASHINGTON COUNSEL, BALTIMORE GAS & 

ELECTRIC CO., BALTIMORE, MD., ON BEHALF OF ELECTRIC 

POWER RESEARCH INSTITUTE 

Ms. Pensabene. Good morning, Chairman Johnson, members of 
the subcommittee. My name is Judy Pensabene, and I am director 
of Federal Affairs for Baltimore Gas & Electric Co. Prior to my 
joining the company, I served for 5 years as cpunsel to the Senate 
Energy and Natural Resources Committee, where we had oversight 
for the research and development programs at the Department of 
Energy. 

I appreciate the opportunity to provide testimony on behalf of the 
member companies of the EPRI, Electric Power Research Institute, 
regarding the nature of collaborative research and the potential 
benefits of the specific collaborative R&D tax credit modification as 
an incentive to promote this highly efficient approach to research 
and development. I have filed a statement for the record, and I will 
try to summarize that here so that we can move ahead. 

As you examine the existing R&E credit and determine whether 
you would like to make it permanent, we want to bring to your at- 
tention the need for collaborative research that is not specifically 
addressed in the credit now, and to discuss benefits that would 
inure if the credit were specifically expanded for that type of re- 
search. 

We therefore support the inclusion of a 20-percent credit for in- 
vestment in collaborative research performed by 501(c)(3) not- 
for-profit scientific and educational organizations as an important 
part of the R&E credit that you are considering. It would serve as 
an incentive for the private sector to maintain its commitment to 
collaborative research. 

We are moving toward an era of increasing budget cuts and Fed- 
eral challenges, funding challenges that are in the offing right now 
as evidenced by the recent Budget Committee proposm to cut 50 
percent out of just one section of the Department of Energy’s R&D 
budget. When we couple that with the competitive arena in which 
the utility industry is now moving, we are looking at a double hit, 
if you will, upon our R&D infrastructure in the energy related field. 

The technology development programs that are at the Depart- 
ment of Energy are very similar to the type of thing that EPRI 
does. I would like to talk to you a little bit about EPRI, give you 
a little background on it, and then proceed to tell you why I think 
this collaborative research credit would be a very good w^ to help 
meet some of these downward pressures on our general R&D infra- 
structure funding. 

EPRI was founded in 1972 by leaders of the electric utility indus- 
try in response to a proposal by Congress, at that time occasioned 
by rolling blackouts in the Northeast United States, to place a 
mandatory funding requirement on the utilities for a federally con- 
ducted research program. The utilities responded by suggesting 
that they form a private sector consortium to conduct this research 
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in order to assure relevance of the R&D with respect to the indus- 
try and its customers. 

EPRI’s membership includes more than 700 electric utility mem- 
bers, ranmng from the investor-owned utilities like BG&E to public 
and rural electric cooperatives. They represent about 70 percent of 
the total electricity sales. 

Contributions to EPRI are approved by public utility commis- 
sions to ensure that their activities have the broadest public bene- 
fit. EPRI manages more than $500 million in research engaging in 
the kind of research that a utility on its own could not engage in 
because it is too costly and it is too risky. joining forces and by 
joining together in this collaborative effort, EPRI members conduct 
research such as the Department of Energy does, that is a very 
broadly applicable research to the electric utility industry — re- 
search that would not be imdertaken by the private sector on its 
own. 

Under the existing credit, not only is there not an incentive, but 
there is really a disincentive for this kind of collaborative effort. 
Because of the way the IRS has interpreted the rules, 35 percent 
of all costs for collaborative research are disallowed. They not only 
take the 35 percent off with respect to the contracted-out costs, 
but — for other reasons — they disallow additional sums against 
those amounts that the utility industry has paid into for the col- 
laborative research. 

We believe that it would be wise for the Congress to consider 
putting a real incentive into this R&E credit for collaborative re- 
search. As I have already indicated, it is the most efficient way to 
do this very broadly applicable type research, and given that the 
Federal Government is going to make broad cuts across the board 
in this type of research, this would be a way to create real incen- 
tives to support research vital to our infrastructure. 

Thank you very much. I would be happy to answer any questions 
you may nave. 

[The prepared statement follows:] 
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STATEMENT OF JUDITH K. PENSABENE 
DIRECTOR. FEDERAL AFFAIRS AND WASHINGTON COUNSEL 
BALTIMORE GAS & ELECTRIC CO., BALTIMORE, MD. 

ON BEHALF OF MEMBERS OF THE ELECTRIC POWER RESEARCH INSTITUTE 

Chairman Johnson and members of the Subcommittee, I appreciate the 
opportunity to provide testimony on behalf of the member companies of the 
Electric Power Research Institute (EPRI) regarding the unique nature of 
collaborative research and the potential benefits of a specific collaborative 
R&D tax credit modification as an incentive to promote this highly efficient 
approach to research and development. As difficult funding decisions are 
being made regarding the nature and level of federal support for technology 
research and development, we believe it is imperative to examine 
appropriate ways to encourage the private sector to fund more of these 
activities. 

Federal funding challenges coupled with the transition to a competitive 
market environnient in the utility industry has brought about a foreseeable 
strain on investment in R&D. Together these factors naturally have an 
impact on a company’s investment in longer term R&D and result in an 
unintentional "double-hit" to this energy R&D infrastructure. Therefore, we 
support the inclusion of a 20% credit for investments in collaborative 
research performed by 501(c)3 not-for-profit scientific and educational 
organizations as an important component of the R&E credit. It would serve 
as an incentive for the private sector to maintain its commitment to 
collaborative research. 

An examination of the technology development programs at the Department 
of Energy shows that EPRI serves as the Department’s direct private sector 
counterpart. As a former counsel on the Senate Energy and Natural 
Resources Committee, I was responsible for oversight of these programs at 
DOE, and I can affirm that EPRI has played a pivotal role in the development 
and deployment of renewable energy , safety enhanced nuclear, cleaner coal- 
burning, efficient transmission and distribution, and environmental control 
technologies. EPRI uses an integrated, systems-wide approach to meet the 
needs of the utility sector, the ultimate customers for these technologies. Due 
to the scale of these technology areas and their relevance to the overall utility 
operations, joint investment in research will continue to be necessary to 
produce technology advances even in light of impending historic changes 
within the industry. Competition occurs in the strategic application of these 
technologies into individual systems. BG&G and other member companies 
will continue to value EPRI as the organization that will take us into the next 
generation of utility technologies. 

ABOUT EPRI 

EPRI was founded in 1972 by leaders of the electric utility industry. Due to 
rolling blackouts in the northeastern United States, Congress was proposing a 
mandatory fee from utilities to sponsor a federally-conducted research 
program. The utility industry responded by requesting that it be allowed to 
establish a private consortium to conduct the research in order to assure the 
relevance of its R&D to the industry and its customers. Hence, EPRI was 
founded and has met these criteria ever since. 

Membership includes approximately 700 electric utility members ranging 
from investor-owned, to public, and rural electric cooperatives representing 
approximately 70% of our nation’s electricity sales. EPRTs research covers the 
breadth of technologies relating to the generation, transmission and 
distribution, and end-use of electricity. EPRI has a core program that conducts 
high-risk, cutting-edge science and technology development that provides 
the basis for new applied technologies in the years to come, as well as, an 
environmental and health program that distinguishes the possible risks 
associated with such issues as electromagnetic fields, climate change and air, 
land and water quality. 
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EPRI manages research on behalf of its members and has operated as a 501(c)3 
organization for the past 20 years. This status requires EPRI to operate in a 
manner that allows non-discriminatory access to research results. EPRI 
manages more than $500 million dollars in R&D annually. Membership in 
EPRI is voluntary and technology priorities are set by member companies. 
Member company dues are approved by State Public Utility Commissions 
ensuring that market driven research is consistent with the public interest. 
EPRI conducts research that is vital to assuring the efficient and economical 
production and use of electricity with an emphasis on safety^ health, and the 
protection of the environment. The founders of EPRI made a strategic 
decision not to develop an in-house R&D infrastructure that could become 
antiquated or that would determine R&D priorities. EPRI draws on the 
expertise of universities, small business, and many other entities to carry out 
research and development projects. Due to the unique nature of EPRI, it is 
able to conduct highly-leveraged, non-duplicative research that would very 
likely not be carried out by individual member companies or otherwise. 

VALUE OF A COLLABORATIVE R&E TAX CREDIT 

The goal of an R&E credit was not just to promote R&E but to promote 
technological innovations that will have a practical, positive impact on the 
American public's standard of living. In contemplating changes to the credit, 
the committee should seek to encourage firms to leverage their limited R&D 
dollars through collaboration. This presents an excellent opportunity to 
think about the best ways to structure the credit to achieve its ultimate goals. 

Again, proposed federal budget cuts across the board suggest that the credit be 
modified to reward private R&D activities that may be able to absorb some of 
this research and disseminate the results to the broadest public base possible. 
The structure of qualified collaborative 50Uc)3 research meets both the scale 
and public benefits tests of this potential shift in responsibility. By pooling 
resources for R&D, consortia leverage limited individual R&D investment. 

THE CURRENT CREDIT 

The R&D tax credit is equal to 20% of the excess of (i) a taxpayer's "qualified 
research expenses ' for the taxable year over (ii) die base amount. 

Under the current Internal Revenue Code for the R&E credit, "Qualified 
research expenses" are defined as the sum of (i) in-house research expenses 
and (ii) contract research expenses. In-house rescardi expenses can be 
generally viewed as expenses for research directly conducted by the taxpayer 
(e.g., amounts paid to an employee for research and amounts paid for 
supplies used in the conduct of that research). Contract research expenses are 
amounts which will be paid by the taxpayer to a third party for research. 

A taxpayer is only entitled to take into consideration for purposes of 
determining the amount of "qualified research expenses" 65% of the cost of 
the research contract. This arbitrary 65% ceiling on creditable contract 
research expenses reflects a decision by Congress to eliminate from the credit, 
amounts paid for third-party contractor overhead. In other words, Congress 
determined that for each dollar spent on contract research, 35 cents was for 
overhead and 65 cents was for qualified research expense. 

The statute, however, is silent as to the treatment of membership 
contributions to a collaborative research consortia. The Internal Revenue 
Service ("IRS") has taken the position in the utility industry that membersliip 
dues paid to a collaborative research consortia should be treated as contract 
research expenses and thus subject to the 65% ceiling/35% reduction. 
However, the IRS has taken the additional step of disallowing substantially 
all of the consortia's overhead expenses from the calculation prior to the 65% 
ceiling. Instead of 65 cents out of every research dollar spent by the consortia 
qualifying, now only a significantly lower amount is qualified. Essentially the 
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IRS is eliminating the overhead TWICE; first, by excluding it from the 
contract research expense definition; and second, by requiring a consortia 
member to reduce its contract research expenses by 35% as if such expenses 
still contained all of the consortia’s overhead. This occurs under current law 
despite the fact that companies do collaborative R&D precisely because it is 
more efficient to pool resources. 

CONCLUSION 

The subcommittee's re-examination of the existing R&E credit creates an 
opportunity to recognize the benefits and efficiencies of collaborative R&D. 
By stimulating industry-led collaborative efforts, the credit will leverage 
increasingly scarce research dollars and encourage more efficient use of R&D 
resources. Collaborative efforts eliminate duplicative research projects, 
thereby minimizing the cost of the credit to tl^e federal government. The 
collaborative credit will also stimulate new research -- research unlikely to be 
undertaken individually because it is too costly, too risky or too long-term. 
Finally, by making more efficient use of private R&D resources, the 
collaborative credit will fully and cost-effectively advance the aim and policy 
rationale behind the existing credit. 
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Chairman JOHNSON. Thank you. 

You will notice that the timing lights are in use. We have a num- 
ber of panels today, and I hate to limit your comments, but if you 
would try to abide by the lights, I would appreciate it. 

Mr. Olesen. 

STATEMENT OF DOUGLAS E. OLESEN, PRESmENT AND CHIEF 

EXECUTIVE OFFICER, BATTELLE MEMORIAL INSTITUTE, 

COLUMBUS, OHIO 

Mr. Olesen. Good morning. Madam Chairwoman — Mr. Portman, 
thank you for that introduction — and members of the subcommit- 
tee. I appreciate the opportunity to be here today to testify on be- 
half of this very important issue to the competitiveness of this 
country. 

As Mr. Portman indicated, my name is Douglas Olesen. I am 
president and chief executive officer of Battelle Memorial Institute, 
which is the world’s largest independent research and development 
organization. Our business is one that serves business across the 
spectrum of industrial sectors of this country and around the 
world. We work for small businesses on the one hand, and Fortune 
100 companies on the other. As such, we have, I think, an unparal- 
leled opportunity to watch the decisionmaking process in the indus- 
trial sector as they go about allocating R&D dollars and making 
priority decisions among those dollars. 

We also track and predict R&D spending in this country every 
year; we have done that for more than two decades. I have some 
publications here that deal with R&D spending predictions in the 
United States for both government and industrial spending, which 
I will provide to the subcommittee in addition to my prepared 
statement. These forecasts are published widely in the Wall Street 
Journal, Business Week, and a lot of other publications every year 
and are well known for their accuracy, their depth, and content. 

What comes out of our studies of R&D is an obvious increasing 
level of pressure on industrial organizations because of the globm 
competitiveness that they face. This global competitiveness is caus- 
ing fundamental changes in the R&D structure of this country, 
much greater pressure on industry to get greater returns out of 
R&D spending than they ever have in their past. 

Also, this greater competition fuels a demand to move more prod- 
ucts to market faster than companies have ever done in history, 
and it also provides pressure to move R&D expenditures much 
more toward shorter term, existing product improvement kinds of 
R&D, and increasingly puts pressure on our ability to ensure a 
long-term investment in our technology base of this country, which 
ultimately is the base that will generate breakthrough technologies 
that will be able to revolutionize entire industrial sectors. 

It is in this atmosphere that I certainly recommend for your con- 
sideration that we give every consideration possible to providing 
mechanisms by which we can enhance the private sector R&D ca- 
pacity of this country; and the R&D tax credit is a given individual 
device by which that can be accomplished. It certainly provides in- 
centives to pay attention to longer term commitment to R&D and 
will help offset the concern now being felt that long-term R&D is 
being sacrificed for shorter term. 
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I also believe that the tax credit, as it has been used, has to some 
extent failed to fulfill its potential because of the significant 
changes that have occurred and the undependability of the applica- 
tion of the tax credit. So I would recommend for your consideration, 
first, that the tax credit be made permanent so that long-term re- 
search investments can be viewed with some stability, which is ab- 
solutely required if someone is going to stick with long-term R&D. 

The second change I would recommend strongly is eliminating 
the base amount, making the credit nonincremental so that it is 
based on actual expenditures over the long term. 

In total, I believe that the R&D tax credit in this way can be a 
major incentive to producing long-term research gains which are 
important to the competitiveness of this country. 

Thank you. 

[The prepared statement follows:] 



38 


STATEMENT OF DR. DOUGLAS e OLESEN 
PRESIDENT AND CHIEF EXECUTIVE OFFICER 
BATTELLE MEMORIAL INSTITUTE 
COLUMBUS, OHIO 

Madam Chairman and Members of the Subcommittee, 1 appreciate the opportunity 
10 testify before you today on an issue that is very important to the competitiveness of 
this country. 

My name is Douglas Olesen. I am President and Chief Executive Officer of 
Batielle Memorial Institute. For those of you who don't know, Batielle pioneered the 
concept of contract research through the vision of our founder in the 1920s. Gordon 
Batielle, an industrial leader from Ohio, saw the need for an independent research and 
development capability to serve the evolving industrial enterprise that was forming in this 
country in the 1920s. He directed that his estate be used to establish a not-for-profit 
institute to serve this need. 

Over the ensuing 65 years. Battelle has grown to become the world’s largest 
independent contract research and development organization, with many offices and 
laboratories throughout the United States. Our technological achievements have ranged 
from materials research that aided the steel and aircraft industries, to the development 
of the office copier (the Xerox machine), to key involvement in the development of 
hundreds of new products, many of which we all use every day. such as the sandwich 
coin, compact discs, holograms, and even golf halls that resist splitting. 

in 1994, Battelle conducted nearly $l billion in research and development for 
industry and government. Our industrial clients range from small businesses to the 
largest corporations in the Fortune 100. Many of our industrial clients look upon us as a 
bridge that can link basic research to a finished product on the store shelf. Putting 
technology to work for industry and government is our goal and the underlying basis of 
our business. 

With our long history of working hand-in-hand with industry on practical 
technologies, I believe we can offer a well-informed perspective on the issue at hand. In 
fact, our contract research work for industry serves as the means by which many 
companies utilize the R<&0 tax credit. Additionally, since Battelle is taxed under 
subchapter C, just as any corporation, we have also utilized the R&D tax credit 
ourselves, with our own internal research projects. 

In our business, it is vitally important for us to monitor industrial R&D trends. 

For instance, every year we produce a forecast of R&D spending in ihe United States. 
Over the past two decades, those forecasts have been reported on widely in publications 
such as the Wall Street Journal and Business Week, and they have come to be known for 
their accuracy. 

One of today's most important trends affecting industrial R&D that we have 
witnessed is the pressure from ever-sironger global competition. This unprecedented 
competition from around the world has served to increase pressures for companies to 
maximize the return from their technology investments. Greater competition has also 
fueled demands to move more new produas to the marketplace faster than ever, leading 
many companies to direct more of their R&D investments toward short-term 
development and immediate problem-solving to reduce costs and link R&D investments 
more closely to specific products. But also, the increasing global competition has led to 
concerns over ensuring the health of our long-term technology base and has increased 
pressure on many companies’ ability to sustain long-term research and development 
programs that can lead to the breakthrough technologies that can dramatically transform 
an entire industry. Today, businesses must juggle these various demands-which often 
appear to be mutually exclusive. 

In this atmosphere, we need to do everything we can to encourage the build-up of 
private sector R&D capacity. The R&D tax aedit is a very significant element for 
government to provide a business climate that stimulates both short- and long-term 
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industrial research in the private sector. Obviously, a tax credit cannot do this job alone. 
In all my years in the technology business, I have never heard anyone say that they 
conducted any research or did not conduct a research project solely because of a tax 
credit. Nevertheless, the R&D tax credit represents the type of positive action that can 
be one of the most effective methods for government to promote industrial research and 
create a business environment that nurtures growth and competitive strength in the 
private sector. 

The R&D tax credit provides an added economic incentive to invest in research 
and development, thereby offsetting a portion of the rising R&D costs that we will 
witness as technology continues to grow more complex and more expensive. Further, the 
tax credit can serve as a more efficient method for government to support industrial 
R&D than direct funding of specific R&D projects, because it allows industry to make 
the decisions about what technology is needed to Improve our industrial competitiveness. 
Today, we are living in a world that has become more consumer-pull rather than 
technology-push. Because consumers are becoming increasingly sophisticated, technology 
development is more and more focused on a rapid response to consumer needs, and the 
leaders of industry know those needs better than anyone else. The primary goal of a 
government technology policy, I believe, is simply to create a business atmosphere that 
encourages growth, competitiveness, and technological risk-taking. In such an 
atmosphere, our industrial leaders are better able to make the necessary technological 
investments that will help keep them competitive over the long term. 

By establishing this positive, risk-friendly environment, we can build competitive 
capacity in the private sector and establish a sound blueprint for creating jobs and 
sustaining economic growth. 

I believe, however, that the R&D tax credit, over the past several years, has not 
been able to fulfill its potential. The R&D tax credit would more effectively meet its 
goal with two changes that I would like to submit to the Committee. 

First, I recommend that the credit be made permanent. 

Research is often a long-term endeavor, and a permanent R&D tax credit would 
better allow industry to plan long-term research investments. Since the credit has been 
allowed to expire five limes in the past 14 years, industry has not been able to count on 
the credit being available for long-term R&D commiiments. As a result, it has been 
more difficult for planned long-term R&D projects to come in line with ever-increasing 
business demands to lower costs and obtain a rapid return on investment. 

The second change I would recommend is eliminating the base amount, making the 
credit non-incremental, and basing the credit on actual R&D expenditures. 

Companies that maintain a constant R&D investment over a number of years 
should be rewarded for their long-term efforts, as well as those companies that increase 
their R&D investments from one year to another. It is through this long-term 
investment that companies can best develop the depth in their research and development 
efforts that will give them the capability of developing breakthrough technologies. 

In conclusion, I would like to stress the importance of building competitive strength 
in the private sector. Over the past few years, overall industrial R&D spending has been 
flat or has shown only moderate increases, and R&D spending in the government sector 
is now on the decline. Yet, in most major industries, technology is a critical driver in 
today’s global marketplace. 

The companies that can capture the best technology and bring it to the 
marketplace the quickest, the companies that can use technology to offer their products 
and services faster, better, and cheaper — those are the companies that will have a strong 
competitive advantage. For today and tomorrow, one of the most effective ways to build 
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a solid and long-term competitive edge will be through technology. Our investments in 
technology are among the most critical investments we are making today. 

Certainly, there are a number of government policies that affect R&D spending 
levels and that can help provide industry with the added incentive to increase 
technological investments. The R&D tax credit is one such tool that we can utilize more 
efficiently to establish a business climate that stimulates the development of innovative 
technologies, industrial growth, and economic well being. 

Thank you. 
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Chairman Johnson. Thank you, Mr. Olesen. 

Dr. Hooker. 

STATEMENT OF MICHAEL HOOKER, PH.D., PRESIDENT, 

UNIVERSITY OF MASSACHUSETTS, ON BEHALF OF THE NEW 

ENGLAND COUNCIL, BOSTON, MASS. 

Mr. Hooker. Madam Chair, members of the subcommittee, my 
name is Michael Hooker, I am president of UMass, the University 
of Massachusetts. I am pleased to have the opportunity to testity 
before you this morning on an issue that I believe is critical not 
only to sustaining our economic recovery, but also to securing our 
economic prosperity in a highly competitive knowledge-based econ- 
omy of the 21st century. I am testifying today on hehalf of The 
New England Council. 

The Council is the nation’s oldest regional business organization 
comprised of the leading manufacturers, service industries, colleges 
and universities, financial institutions, public utilities, and tech- 
nology companies in the six-State New England area. 

I want to commend you. Madam Chair, for holding hearings on 
the need to permanently extend the R&D tax credit and for your 
leadership along with that of Representative Richard Neal of Mas- 
sachusetts in introducing H.R. 803, a bill to permanently extend 
the credit. 

I also want to acknowledge the efforts of Massachusetts Governor 
William Weld, who has been a tireless advocate and leader among 
the Nation’s Governors for a permanent Federal increase. My re- 
marks this morning will focus less on the structure of the credit 
and more on the importance of permanence for the credit. 

Let me begin with some specifics of the New England economy 
and why research and development is so important there. To ap- 
preciate where we are, we must realize where we have been. The 
recession of the late eighties and early nineties was longer and 
deeper for New England than for any other region of the country. 
New England lost 850,000 jobs during this time period. This 
amounts to 25 percent of the jobs lost nationwide and 13 percent 
of our region’s total employment. Only 37.5 percent of the jobs are 
back. While our economy has clearly improved, we still have a long 
way to go to get back to the prerecession levels. 

When you are preparing nearly 60,000 students for the work- 
place, as we are this year at UMass, these employment numbers 
are of great concern. 

Despite the results of the recession, I believe that New England 
can have a very bright future and a robust economy. We are home 
to some of the best research universities and teaching hospitals in 
the world, education is a major component of our economy, and we 
have the highest concentration of educational facilities of any re- 
gion in the country. New England produces highly educated and in- 
novative individuals. 

Gone, for the most part, are the days of agriculture in New Eng- 
land. Today, the New England economy is based on knowledge and 
information. It is no coincidence that clustered around New Eng- 
land’s educational institutions are small, startup firms and entities 
that grew out of the research and the work that is performed and 
nurtured by our institutions. 



42 


Our recovery has been fueled largely by entrepreneurship in 
small and medium-sized firms, many based on sophisticated tech- 
nology. Absent an environment conducive to growing these kinds of 
new businesses, we are doomed to a prolonged period of stagnant 
growth and limited opportunities for this and future generations. 

New England is at a crossroads. We have the potential to grow 
and prosper in some of the most advanced and exciting markets in 
the world, creating high-paying and meaningful jobs. The business 
climate is a criticm component of our success. The Federal Govern- 
ment has a very important role in promoting the development of 
this potential. Public policies that encourage and require long-term 
investment are necessaiy for our economic future. 

Incentives like the R&D tax credit have helped New England’s 
emermng industries to grow and thrive. Our high technolo^, 
biotech, software and chemical sectors all benefit from the credit. 
For these industries, research activities translate directly into 
high-wage jobs, which is music to the ears of those 60,000 UMass 
students who will soon be looking for work. In fact, it is the cost 
of wages and salaries related to R&D that make up most of the 
credit-eligible expenses. Indirectly, research is the key to tomor- 
row’s products, methods, and new sources of economic development. 

Although the R&D tax credit has proven to be an effective means 
of increasing private sector investment and improving the Nation’s 
overall competitiveness, its incentive value is limited because of its 
temporary nature and uncertain future. In order for the private 
sector to fully realize the benefits of this credit, it must be made 
a permanent feature of the Tax Code. This is the only w^ to en- 
courage the long-term growth that is most needed in New England. 

Most R&D proiects span over 5 to 10 years. A tempora:^ credit 
can actually inhibit a company’s ability to judge and plan for more 
lengthy projects. In most cases, it is the longer term projects that 
are more risky, yet also that provide the most economic benefit in 
the years ahead. 

The New England Council strongly believes that a permanent 
R&D tax credit will significantly enhance its incentive value and 
improve the competitive position of the region. In fact, the Council 
coordinated a letter signed by over 100 companies which was sent 
to the New England congressional delegation and the congressional 
leadership supporting permanence for the credit. 

Now, more than ever. New England needs a business climate 
which fosters the development of new technologies and industries. 
Research and development can lead to advances in science and 
technical knowledge, which in turn lead to productivity improve- 
ments and long-term economic growth. 

I urge you to enthusiastically support and enact H.R. 803. 

Thank you. Madam Chair. 

[The prepared statement and attachment follow:] 
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Madame Chair and Members of the Subcommittee, my name is Michael 
Hooker I am the President of the University of Massachusetts. I am 
pleased to have the opportunity to testify befbre you this morning on an 
issue that I believe is critical to sustaining an economic recovery not only 
in New England but across the nation as well. 

UMASS is a public university system with facilities located on five different 
campuses in the state. Beginning with our flagship in Amherst we also 
have campuses in Lowell. Dartmouth, Boston and the Medical Center in 
Worcester. First established in 1863 as a land grant university, UMASS was 
chartered to support the state's agriculture and mechanical arts. 

I am testifying today on behalf of the New England Council. The Council 
is the nation's oldest regional business organization comprised of the 
leading manufacturers, service industries, colleges and universities, 
financial institutions, public utilities and technology companies in the six- 
state area. 

I want to commend you, Madame Chair, for holding hearings on the 
need to permanently extend the R & D tax credit, and for your leadership 
- along with Representative Richard Neal of Massachusetts - in introducing 
HR 803, a bill to permanently extend the credit. I also want to 
acknowledge the efforts of Governor Weld who has been a tireless 
advocate and leader among the nation's governors for a permanent 
federal credit. 
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My remarks this morning will focus less on the structure of the credit and 
more on the importance of permanence for the credit. 

Let me begin with some specifics of the New England economy and why 
research and development is so important. To appreciate where we are 
we must realize where we have been. The recession of the late eighties 
and early nineties was longer and deeper for New England than any 
other region of the country. We lost 850,000 jobs during this time period. 
This amounts to 25% of jobs lost nationwide and 13% of our region's total 
employment. Only 37.5% of the jobs are back. While our economy has 
clearly improved we still have a long way to go to get back to pre- 
recession employment levels. 

Despite the results of the recession, I believe New England can have a 
very bright future. We are home to the some of the best universities, 
institutions of higher learning, teaching hospitals and laboratories. 
Education is a major component of our econom,y and we have the 
highest intensity of these facilities of any region in the country. New 
England produces highly educated and innovative individuals. 

Gone, for the most part, are the days of agriculture. Today the New 
England economy is based on knowledge and information. It is no 
coincidence that clustered around New England's educational institutions 
are small start-up firms and erStities that grow out of the research and 
work that is performed and nurtured by our institutions. 

Many in New England believe that our recovery has been fueled by smal 
and medium sized firms, many in high-tech, biotech and entrepreneurial 
ventures. Absent an environment conducive to "growing" these kinds of 
new businesses, we are doomed to a prolonged period of stagnant 
growth and limited opportunities for this and future generations. 

New England is at a crossroads. We have the potential to grow and 
prosper in some of the most advanced and exciting markets in the world 
creating high paying and meaningful jobs. The business climate is a 
critical component of our success. The federal government has a very 
important role in promoting the development of this potential. Public 
policies that encourage and reward long term investment are necessary 
for our economic future. 
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In 1981, President Reagan established the R & D tax credit for the sole 
purpose of increasing U. S. productivity by spurring growth in our 
technology-based economy. Recognizing the importance and 
effectiveness of the provision, the U. S. Congress has extended the credit 
six times since then. 

Incentives like the R & D tax credit have helped New England's emerging 
industries to grow and thrive. Our hi tech, biotech, software and chemical 
sectors all benefit from the credit. For these industries research activities 
translate directly into high wage jobs. In fact, it is the cost of wages and 
salaries related to R & D that make up most of the credit-eligible 
expenses. Indirectly research is the key to tomorrow's products, methods 
and new sources of economic development. 

The importance of the credit to New England can be seen in the 
following statistics: 


• In 1 991 , New England spent over $1 1 Billion on R & D activities; 

* Massachusetts was number five in the country in total R & D investment, 
spending over $8 Billion in 1991: 

• Top industry credit earners are computers, computer software, 
pharmaceuticals and biatechnology, all successful growth industries in the 
region; 

* Although the bulk of R & D is still performed by large companies, small 
businesses are an increasingly important source of R & D spending and an 
important source of job creation in New England. 


Although the R & D tax credit has proven to be an effective means of 
increasing private sector investment and improving the nation's overall 
competitiveness. Its incentive value is limited because of its temporary 
nature and uncertain future. 
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in order for the private sector to fully realize the benefits of the R & D tax 
credit it must be made a permanent feature of the tax code. This is the 
only way to encourage the long term growth that is most needed in New 
England. Most R 8. D project span over five to ten years. A temporary 
credit can actually inhibit a companies ability to judge and plan for a 
more lengthy project. In most cases it is the longer term projects that are 
more risky, yet also provide more economic benefit in years ahead. 

The New England Council strongly believes that a permanent R & D tax 
credit will significantly enhance its incentive value and improve the 
competitive position of the region. In fact, the Council coordinated a 
letter signed by over one hundred companies and sent yesterday to the 
New England Congressional delegation and the congressional leadership 
supporting permanence for the credit. Madame Chair I respectfully 
request that a copy of the letter, along with the list of companies who 
have endorsed it, be made a official part of the record of this hearing. If 
permanent, corporations will be able to rely upon continued availability 
of the credit when making long term R & D investment and overall 
business decisions. 

Now more than ever New England needs a business climate which fosters 
the development of new technologies and industries. Research and 
development leads to advances in scientific and technical knowledge, 
which in turn leads to productivity improvements and long-term 
economic growth. A permanent federal R 8. D tax credit will provide the 
necessary incentive for continued economic recovery for New England. I 
urge you to enthusiastically support and enact HR 803. Thank you. 
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NEWENGL^ND 

COUNCIL 


May 9, 1995 

The Honorable Bill Archer 
Chairman, Committee on Ways and Means 
1 102 Longworth House Office Building 
Washington, D. C. 20515 

Dear Mr. Chairman: 

The undersigned urge you lo enocf a pemionen# research and deuefopmenf tax credit as part of 

the Fiscal Year 1996 Budget teg ak dion. As the present R & D credit will expire on June 30, 1995. 
the inclusion of a permanent credit in the Pf'96 Budget legislation will be a major signal to the U. S. 
research community and industries such as ours that the credit will continue. 

We know that the Congressional Leadership considers long-term economic growth a high priority 
and appreciate your consistent efforts on behalf of a permanent R & D tax credit. 

The six state New England region, abundant vwfh high technology companies, universities, 
colleges, laboratories and teaching hospifols, is on the cutting edge of information and 
technology. At a time when our economy is stfll recovering from a prolonged and deep 
recession, incentives like the R & D tax credit otlow companies to utilize these resources in pursuit 
of new products and services, while also providhg high-paying jobs to highly skilled workers. 

Investment in R & D has fxoven vital to the techr^ol Innovation and productivity enhancements 
that are necessary to maintain a competitive position in the world marketplace. As significant os 
the benefits of the credit are. they have been reduced by its temporary noture. Uncertainty oyer 
the future of the credit reduces its incentive volue since most R & D projects are long-term efforts, 
spanning 5-10 years. 

Research and development activities hold great promise for New England’s high-tech economy. 
We are poised for significant growth provided the buaness climate is one which stimulates and 
facilitates long-term investment. We believe permanent extension of the R & D tax credit will 
create this kind of environment. We thank you for your past support and urge you to actively 
support inclusion of a permanent R & D tax credit in the PT96 Budget legislotion. 

Sincerely, 

Richard Chapman, President & CEO. Vermont Qechic Power Co., Rutland. VT 
William Meagher, Managing Partner, Arthur Ar>dersen. Boston, MA 
James Manzi. President & CEO. Lotus Development Corp.. Cambridge. MA 
Hugh MacKenzie, President & Retail Business Grcwp, Northeast Utilities, Hartford. CT 
Joanna Lau, President & Chairman. Lau Techr>ologies, Acton. MA 
Edward Johnson. Chairman & CEO. Fidelity Investments. Boston, MA 


800 BovUcon Stmi. Suice 540. Boston, Massachusetts 02 (617) 4J7-0504 Fax (617) 457-6279 
444 Ni.rthCupiti'IStfvet.N.\V„Suitc4IKN.>»th.\V*Jiii^lon.n.C. 20001. (202)4 54-8095 Fax (202)4 54-8099 
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John Rowe. President & CEO, New England Electric System. Westborough, MA 

Jack Rennie, Chairman & CEO, Pacer Systems, Billerica, MA 

Anthony Dolphin. President & CEO. Springboard Technology. Springfield. MA 

William Van Faasen, President & CEO, Blue Cross & Blue Shield of Massachusetts, Boston, MA 

Robert Hunter, CEO, Delta Dental Plan of Massachusetts. Medford. MA 

Paul Barrett, CEO. Boston Energy Group. Boston. MA 

Donna DiBella, President. Patient Care of Connecticut. Weth^sfield, CT 

Henri Termeer, Chairman & CEO. Genzyme Corporation. Cambridge, MA 

William Roland, President, Megapulse. Bedford. MA 

John Hamilton, Managing Partner, Hale and Dorr. Boston. MA 

Thomas May, Chairman & CEO. Boston Edison Company. Boston, MA 

Ira Stepanian, Chairman & CEO. Bank of Boston. Boston. MA 

Donald Reed. President & Group Executive. NYNEX Cc»poration, Boston, MA 

Mitchell Kertzman. CEO. Powersoft Corporation. Concord. MA 

Joseph Boren. Chairman & CEO. Metcalf Eddy, Wakefield. MA 

Michael Hooker, President, University of Massachusetts. Boston, MA 

John Kreick, President, Lockheed Sanders. Nashua. NH 

Vincent Rocco. Chairman & CEO, TRC Companies, Windsor. CT 

George Hatsopoulos. President & Chairman, Thermo Electron Corp., Waltham, MA 

Jonathan Fleming, Proprietor, CT Defense Support & Diversification, Rocky Hill. CT 

Dr. J. Richard Gaintner, President & CEO, New England Deaconess Hospital, Boston, MA 

Roger Young, President & CEO, Bay State Gas Company. Westborough, MA 

Kija Kim, President & CEO, Harvard Design and Mapping Company. Cambridge, MA 

Marc Rosen. Vice President of Government Affairs, AT&T, Boston, MA 

Preston Jordan, CEO, Blue Cross Blue Shield of Vermont, Montpelier, VT 

James DiStasio. Managing Partner. New England Area. Ernst & Young, Boston, MA 

William Haney, President & CEO. Molten Metal Technology, Waltham, MA 

Kenneth Quickel, President, Joslln Diabetes Center. Boston. MA 

William O'Neill. Jr., EVP & CFO, Polaroid Corporation. Cambridge, MA 

Stephen Wilmarth, CFO, Alliance International. Deep River. CT 

Frederick Lofgren. CFO. Hitchiner Manufacturing. Milford. NH 

Bryan Carlson, President, Mount Ida College, Newton Centre, MA 

Werner Schuele, Senior Vice President & Site Mgr.. Texas Instruments, Attleboro. MA 

Stephen Woodsum, Monaging Partner. Summit Partners. Boston. MA 

Lawrence O'Toole. President & CEO, Nellie Mae. Braintree, MA 

Marianne Lancaster. President. Lancaster Packaging, Hudson. MA 

Martin Kofman, Partner, Kofman & Company, Chestnut Hill. MA 

Joseph Norberg, CFO. Hill, Holliday, Connors, Cosmopulos. Boston, MA 

George Sage, President & Treasurer, Bonanza Bus Lines, Providence, Rl 

Thomas Robinson, President. The Entwistle Compony. Hudson, MA 

Edwin Smith, Chairman & CEO. Brockway-Smith Company. Andover, MA 

Robert Fiscus, President & CFO, United Illuminating Co.. New Haven. CT 

Edward Shooshanian, Chairman, Shooshanian Engineering Associates, Boston, MA 
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Robert Morrow, Vice President. DB Riley Corwolidoted, Worcester. MA 
John Hoy. President. New England Board of Higher Education. Boston. MA 
Kenneth Kasses. Executive Vice President & President, Radiopharmaceuticles Division, The 
Dupont Merck Pharmaceutical Comprany, Billerica, MA 
Marjorie Beck. President, MRB Media Services, Windsor. CT 
Thomas Maloney, CFO, John Hancock Mutual LHe Insurance, Boston, MA 
L. Douglas O'Brien, President & CEO. Frst NH Banks. Manchester, NH 
John Davis, President/Treasurer. American Saw & Mfg., Eost Longmeadow, MA 
Steve Duplessie, CEO. Invincible Technologies Corp.. Franklin, MA 
Thomas Aceto. President, North Adams State College, North Adams, MA 
John Curry. President. Northeastern University, Boston, MA 

Daniel Grady. Vice President. Rnonce & CFO. Bose Corporation. Framingham. MA 
Richard Vemey. Chairman & CEO, Monadnock Paper Mills. Bennington. NH 
Donald Sundberg. Interim N^ice Presidenf. Reseorch & Public Service, University of New Hampshire, 
Durham. NH 

Russell Stephens. Senior Vice FVesident, Conrinental Cabieviaon of NE, Andover, MA 

Dean Langford. President. Osram Sylvania. Danvers. MA 

Ross George, President & CEO. Simonds Industries, Fitchburg, MA 

Peter Gwyn. President & CEO. Bird-Johnson Company. Walpole, MA 

David Hunter. CFO. Micrion Corporation, Peabody, MA 

Leon Hirsch, CEO, United States Surgical Corporation, Norwalk. CT 

Michael Lucy, Senior Vice President, J. Mokow^ Company. Boston, MA 

K. Grahame Walker, Chairman & CEO, The Dexter Corporation, Windsor Locks. CT 

Michael Besson. President & CEO. Norton Company. Worcester. MA 

Harron Ellenson. Harron & Associates, Boston, MA 

Robert Hirschman, President, Whitman & Howard, Wellesley, MA 

William Russell, CEO, Futflex. Middletown, Rl 

John Kortecomp. President. The Alliance Foundation. Portland, ME 
George Campbell, FYesident. The Maine Alliance, Portland, ME 
Richard Ayers. Chairman & CEO, The Stanley Works. New Britain, CT 
Craig Frew. President. Iroquois Pipeline Operatir^ Company. Shelton. CT 
John Silber. President. Boston University, Boston, MA 
John Mahoney. President. Health Insurance of Vermont. Colchester. VT 
Daniel Hannify, President. G, S. Precision, Brattleboro. VT 
Charles Orewes. President, Polynr»ers. Middlebury, VT 

Kymus Ginwalo, President, Northern Research & Er>gineering Corp., Woburn. MA 

Morris Levy. Senior Vice FYesident. Parsorw Brinckerhoff. Boston, MA 

Peter D'Angelo, Executive Vice President & CFO. Raytheon Company, Lexington, MA 

Peter Hunter, VP & CFO. Data Instruments. Actwi, MA 

Lawrence Gannon. CEO. Keyes Associates. ProviderK:e. Rl 

J. Thomas Robinson. President. Nyacol F*roducfs, Ashland. MA 

Peggy Stock, President. Colby-Sawyer College, New London, NH 

Robert Carothers, President, University of Rhode Island, Kingston, Rl 
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Thomas Vanderslice, Chairman & CEO. M/A Com, Lowell. MA 

Sheila Reney. Director of Finance, Province Automation. Sanford. ME 

Richard Egan, Chairman, EMC Corporation, Hopkington, MA 

Victoria Bondoc, CEO. Gemini Industries. Bedford. MA 

Conrad Grondin. CEO, Prescott Metal, Biddeford. ME 

Joseph Mullaney, Vice Chairman. The Gillette Company. Boston. MA 

Harry Hartley. President. University of Connecticut. Storrs. CT 

Betty Diener. Executive Director. Environmental Business Council, Boston. MA 

Thomas Yale, President. Yale Cordage. Portland. ME 

Jack Blais, President. OFC Corporation. Natick. MA 

Paul Montrone. President & CEO, Fisher Scientific International, Hampton, NH 
William Mitchell. President & CEO, Nashua Corporation. Nashua, NH 
Harold Hitchen. CFO. Arnica Mutual Life Insurance. Lincoln. Rl 
Ronold Coss, Dean, Boston University School of Law, Boston, MA 


cc j Hon. Newt Gringrich 
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Chairman Johnson. Thank you. Dr. Hooker. 

Mr. Anderson. 

STATEMENT OF CHRISTOPHER R. ANDERSON, GENERAL 

COUNSEL, MASSACHUSETTS HIGH TECHNOLOGY COUNCIL, 

INC., WALTHAM, MASS. 

Mr. Anderson. Thank you, Madam Chair, members of the sub- 
committee. My name is Christopher Anderson, general counsel of 
the Massachusetts High Technology Council, Inc. We urge you and 
other Members in Congress to support this very timely initiative to 
make the Federal research and development tax credit permanent. 

I would also like to thank, in addition to your efforts, Madam 
Chair, the efforts of the Massachusetts delegation that have signed 
on as cosponsors, Conm-essmen Blute, Frank — we expect Marty 
Meehan to be an official sponsor soon — Moakley, Neal, and Studds. 
My plane doesn’t leave until 7:30 tonight so I still have time to get 
a few more for you before I leave. 

This is the first time the High Tech Council has testified in 
Washington. Our primary focus is on Massachusetts public policy 
issues to make Massachusetts more competitive than other States 
for high technology companies. Our efforts have been aided signifi- 
cantly by Governor Weld to help improve the climate for high tech- 
nolo^ in Massachusetts. We compete now with California, Texas, 
North Carolina, and other States who are becoming very aggres- 
sive. 

The Federal research and development tax credit would address 
similar competition from other nations for our research and devel- 
opment activities. Therefore, the goal which you stated today, to 
evaluate what the policy objective is, I think is probably twofold. 
One is to encourage additional research and development spending 
in this country and see, through a policy vehicle, how the Federm 
Government can reduce the cost of capital and encourage further 
economic growth. 

Providing industries that are committed to expanding their R&D 
commitments in the United States with a permanent extension of 
the Federal R&D tax incentive will help achieve both of those ob- 
jectives. 

Very specifically, the Massachusetts High Technology Council be- 
lieves an effective research and development incentive should have 
two key features. It must be incremental, and it must be perma- 
nent. That view isn’t shared by everyone, I understand. However, 
we believe that this does achieve the objective — the policy objective 
of creating and rewarding those industries and companies that ac- 
tually do more. 

Now, there are a couple of limitations, and I will divert from my 
written comments and request that they be submitted in the record 
here. Let me just comment briefly on a point that has come up and 
I am sure will come up again. 

That point is cost. While not being from inside the beltway, and 
fully understanding how the game works, the static nature of reve- 
nue projections have never told the whole story in the view of the 
high technology community in Massachusetts. We would prefer to 
view incentives and evaluate them based on a more dynamic model 
of revenue impact; and as Congressman Meehan and others have 
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alluded to, there are dynamic factors, job multipliers, that do dem- 
onstrate that this is a job-generating, revenue-enhancing vehicle 
that proves that you can actually grow the revenue pie without 
raising taxes. 

So we would not concede a cost, and we would rather focus on 
the dynamic elements of what the research and development tax 
credit leads to, both in terms of job growth and in terms of tax rev- 
enue. 

The Massachusetts High Technology Council played a key role in 
the development of a permanent State-level research and develop- 
ment tax credit in our State, and one key distinction that we made 
versus similar credits adopted by other States and by the Federal 
Government was that it was permanent and provides investors 
with crucial decisionmaking factors of certainty and stability. 

As Dr. Hooker mentioned. Governor Weld has played a very ac- 
tive and aggressive role in helping to lead the charge of the Na- 
tion’s Governors to make this tax credit permanent. He sent a let- 
ter to Chairman Archer 2 days ago. I have a copy of that letter 
here, but I would like to officially request that it be included in the 
record if possible. 

Chairman Johnson. Without objection. 

[The information follows:] 
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MIULIAM « WElO 
OOVEMOK 

AMjeO PAUL CELLuCei 


Th« Commonweacth of Massachusetts 

SXSCUTIV6 t>tPARTM|NT 
•Tatc HQiiM • n03T0N M«13 
r7f -9909 


htty$, 1995 


Hooonblv N«wt Qingrteh 
SpsftlGfr of ihe Kouae 
H>232 C»^U>1 Building 
WMRil^on, DC 20515 

Dme Mf. Spwkor: 

At ynti know, the fedmi rauafeh 4nd davalofouni t4x civdiit » acMulol tu CEptre oo 
Turn 30, 1995. Ai Govchime of aevco of dw UrgMC lo^uiUy-bMid RdtD autei in the tiiiioii, we 
in writing tu «ek jfwu iniMoce io fiecuiifig i pmnuiBSI extefulon of the tedenl RAD tu 
credit. We bolieve thii i$ Oai type of tsiflcet'bu^ pnvgrowUj uu policy ihu our puty iImuM 
chimpiOQ. 

fn 1911. Pretidea Reagan cigoad into law • four<year RAO tax credit to half nimulate the 
growth UKl conipedUveneii of euf ttchaolO|y*b«Md ecotwEiiy. The mulu have bccD impfcuive. 
Rouani vtudiai indjoaia diet (he mafpnal e%ct of oik dollar of tba RAD credit •umulaiei 
approximately din aidttiooal <lgUar of privaie reaeaich ant devetopneit ipcadifii over ihe tiKai 
rtie, aod at much aa two d^lan of exm RAD is the kx]f*niiL Todiy^ Ic our leveo ttatei. the 
private secui alone fpeodi more thau $60 biUtoc pef year « SUlO. 'fhaie tavettmeat luppoct 
(houaandx of highly ildlled ecDplojrees la some of our nitios’e meet pramiatog tnhtftriM. u 
ccnnputer hardwire lod Boftwin. btocechncdoiy. telacomeauacatiooi. phannaceuticali. and 
environmcmal techso( 0 |tee. 

At cignriaaa aa the heoifha cC (be RAD credit ate, however, Uwy have ooeo lioumd by 
the oKdit't (empectry aaiuR eal unDarala hxuR. aiDce itt tncepDon. tte RAD cttdit has been 
allowed to eapin Sve tlaea, faaa| icoewad ooce retroactively. This uncotilBty has hampered tha 
privse leecar't abUiiy te rely on (he credit, forciAg many itaMrch piandm to discdunt iu value 
when calculating loag-ienD RAO letaiad Ui^«aenB. Given the lengthy nature of RAD projecu- 
rreQuentiy Aienning live to ten ye tra-pennaAea extensioo of the ciedit would greaxly enbann; iw 
incentive value tad oventl effictiveiieti In ttiin&lauag ioereaiaa in private wetor RAD. 

UefortunitBly, (he proUuoit poicd by the teroportry naoue ot the cmOii ire alao 
exacerbated by our fereigD compeUmn' gcoeroui ox Inceauvei for RAD, Ucluding deductibility 
of curreot research expemes liid special tax credtie. Such incenliveB have cauied many U.5> 
employen lo conaider the option of tmqifecnng their RAD hinctiaRi oveneaa to leniaia 
competitive in the inemational market^ace. As a mult, our nation runs iho iisk of becoming an 
importer, rather than an exporter. oC Wuhnotogy and techoologictlly idvaaced producu in the yean 
ahead. 
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W» beiievc ttet ite Repibhcan Party haa a uaupe opportunity to demonstrau to »mploy«rt 
and the aiPOft ihu wt are counted ui the principles of lonsHorm eooooinic growth and ii^tr 
gvvcnuneu. i permnieiu RAD ua titodit delivers both these pfinetpltt. At a markat^Mltd 
tncetkcive. a permanMU RAD lax credit keeps Wastungioo out of the ivne of piekiag whaars and 
losers, while foscemif an envirunoiefli coodociva to fowarding thl pationl. taehfldogieaUy based 
invetlaents of our flneai enrepreneuft. By leaieg iha private lostor do what it doM beet, the 
cretUt is one of the fedonil lOt^romeat'i meet effisouvt tnenns of eoeeunpiig raaJ scoaomic 
growth in the tweney'fim century. 

Yotu kuppori li rhai to ensot a permaaeix eradit in 10R9. We look forward to worbng 
with you to achieve this imponaat goal in the ahead . 

Steaiaiy. 
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Mr. Anderson. Former Senator Paul Tsongas has long advocated 
and recognized the value of a permanent tax credit, and as 
a matter of fact, so too has Massachusetts Congressman Joe Ken- 
nedy, so I would expect that the meeting of the minds has been 
achieved here; and the real question that we ought to be asking 
shouldn’t be, how can we afford this incentive for increased re- 
search and development activity. Instead, today, we should ask 
what action might we take today to provide a long-term boost to 
our economy. 

This is such an action you should take today, and we appreciate 
your role and the subcommittee’s role in helping make sure that 
this is the last hearing on an extension of the research and devel- 
opment tax credit, and that when the subcommittee concludes its 
action and Congress does, that we are talking about a permanent 
incremental tax credit. 

[The prepared statement follows:] 
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MASSACHUSETTS 
HIGH TECHNOLOGY 
COUNCIL 

Dettivated To Growth ... Comnullrtl To At lion 


Testimony of; 

Christopher R. Anderson, General Counsel 
Massachusetts High Technology Council, Inc. 

Submitted to the United States House of Representatives 
Committee on Ways and Means 
Subcommittee on Oversight 

in Support of H.R. 803 making the current 
Research and Development tax incentive Permanent 

Hearing Date: May 10, 1995 


The Massachusetts High Technology Council uiges the House Ways & Means Committee’s 
Subcommittee on Oversight to support H.R. 803 sponsored by Congresswoman Nancy L. 
Johnson (R-CT) and co-sponsored by more than 50 other Representatives to make the current 
“job-generating” incremental research and develt^mient tax incentive permanenL This incentive, 
first adopted in 1981, is scheduled to expire on June 30, 1995. 

Research and development is the basic ingrecfent in the process of innovation which leads to 
improved productivity, products and services which in turn result in increased efficiency, reduced 
costs and improved quality of life for many people throughout the woild. While helping to 
facilitate increased research and develc^rment, a permanent, federal incremental research and 
development tax incentive will also have a significant and positive long-term impact cm economic 
growth in the United States, help to create needed jobs, increase competitiveness, reduce the cost 
of capital, and generate revenue without raising tax rates. 

There is no serious dispute among economists or policy makers about the fact that an 
environment that stimulates and facilitates the process of innovation is essential to continued 
growth. However, during the past 50 years, 40 percent of America’s research and development 
was related to Defense Department objectives, tome of those militaTy technologies became 
important civilian products, but did so as spin-offs fiom defense related objectives rather than by 
the pursuit of specific commercial and industrial objectives. 

By the early 1990s, the nation’s technology industries had already begun a transition away 
from shrinking federal defense spending. The key problem now is how to facilitate growth in 
important technologies to enable U.S. industries to be mote competitive in a global commercial 
economy. 

Investments in R&D and in capital equipment are the principal mechanisms by which new 
technology is created and deployed. The high cost of capital in the United States as compared to 
that of odier countries, has the effect of retai^g these investments and thus retarding relative 
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prodnctivity growth. Providing industries diat are committed to expanding their R&D 
commitments in the United States with a permanent extensioa of the federal R&D tax incentive will 
help lower that cost 

Specifically, the Massachusetts High Techtxdogy Council believes an effective research and 
development incentive should have two key features: it must be incremental, and it must be 
permanent 

In ur^g President CUnlon to sqtpon a petmanent R&D tax incoitive, Massadnisetts 
Ooveroor William F. Weld (R) said ‘Tdassachusetts has beirefited greatly sinoe we oiacted tire 
country's most generous tax incentive fer research and development We’ve already seen 
companies either move here or expand in Massachusetts to talre advantage of the tax credit" 

Farmer U.S. Senator Paul Tsougas (D-Massachusetls) said providing for a permanent research 
and development tax incentive "sho^ te self-explanatnry." “We can’t compete long-term if we 
are not putting our earnings back into teseardh and development Such reinvestment into a 
ctxnpany should be view^ as the corporat e investment of highest priority and taxed accordingly.” 

U.S. Representative Joseph P. Kentredy U (D-Massardtusetts) i^ed Congress to perm^endy 
restixe the R&D tax incentive, saying “die R&D tax credit has provided a val^le economic 
incentive for U.S. Ugh ledi compmies to increase investment in R&D in order to enhance their 
competitiveness in die world mtnkeqilace. The growdi and prosperity^ our economy hoe in 
New England and across the nation depends on fee kind of investment-fiiendly climate that the 
credit provides.” 

The Massachusetts Ifigh Tedmidogy Cooncil played a key role in passage of a petmanent 
state-level leseaich and developman tax incentive in 1991. We believe Ma»iichusctts now has fee 
most attractive state-level R&D lax incentive in fee Uiuted States. This law creates an inopottant tax 
incentive for incremental increases in R&D investments in Massachusetts. Formany 
Massachusetts einptoyets and lesca i i li ei s on our ptfelic and peivaleuniveratycang)uses,feis 
incentive is a visii^ cfatmge in Massachusetts tax poli^ wUA demonstrates the Commonwealfe’s 
conumtment to roestaWisUng an investment-stiiimlating, job-creating, pro-research climate. 

The purpose of the Massadmsetts R&D tax inoeniive is stiaigbt-farwatd: it is designed to 
influence future deciskns on where and even how much R&D is conducted. It was modeled on 
fee federal R&D language in effect at the dme, and has a number disdnet advantages over similar 
R&D incentives in other sales. One key distinction is that it is pertnaneni pmvidiny invrstnrs 
wife fee crucial deciskm-naking fectors of ceitairay and stabili^. 

U addidrm, we are emteady workiog to aniesxi the Massachusetts R&D incentive in two ways 
feat could also be adopted on ttefedeiaiieveL One amerxhiient would allow fer a one-dme 
elecdon of a new 4-year base poiod rangiiig between 1983 and 1995 fiom wUch to calcttlale fee 
qualifying incremental increases in R&D eipenses. Another atnendiiKm would allow reduedons in 
defense-related R&D to be exetnded fiom die calcnlatioii of inctanental growfe in commereial 
R&D. Both of these new featmes will prov^ conpanies wife addidonal flexiUIily to increase fee 
“incoidve” value of the credit while preserving fee inporiam “incremental” requhement and are 
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particularly helpful to companies making the transition from defense-related to commercial R&D 
activities. We urge you to consider these two features as well. 

We believe a permanent, federal inctemental R&D tax incentive will stimulate additional 
research activity, thereby increasing jobs and revenue, both in the short tun and in the long run 
when successfiil new products and services are thought to market In this context the question 
shouldn’t be: How can we afford this incendve for increased research and development activity? 
Instead we should ask: What action might we take today to provide a long-term l^st to our 
economy? This is such an action you should take today. 

We urge the House Ways & Means Committee’s Subcommittee on Oversight to suppwt H.R. 
803 making the current research and development tax incentive permanent 


About the Massachusetts High Technology Council: 

'Hie goal of the Massachusetts High Technology Council is to help make Massachusetts the 
world's most attractive place in which to live and work, and in which to create, operate and expand 
high technology businesses. 

The Council is a non-profit, non-partisan cotpwation made up of 200 entrepreneurial and 
respected chief executive officers of Massachusetts high technology companies - employing more 
than 300,000 people. 

Because it holds no political aSUiation, the Council is fiee to focus on any issue which affects 
the Massachusetts economy, and to take a firm leadership role in instituting change whereva it is 
needed. 

Since the Council’s founding in 1977, it has advocated fcr, aixl ultimately influenced, slate 
policies which have helped improve the business c lima te for the Massachusetts high tech industry. 
Today, its advice and support is sought on a wide variety of issues by members of the state 
legislature, the Governor's office, the national media, the education community, and other 
organizations, both public and private, in Massachusetts and around the world 
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Chairman Johnson. Thank you, Mr. Anderson. 

I thank the panel for your testimony. 

I want to ask you all, which do you think would encourage great- 
er research, the incremental structure that is in the current law, 
though possibly adjusted, or a flat tax at a lower rate? 

Mr. Anderson. I would be willing to take a stab at that. 

Chairman Johnson. One of the reasons this is important, I think 
the point that Dr. Olesen made about depth is very important, and 
when you look at how we can focus this in a way that it will help 
small business as well as big business, a flat tax on research and 
development investment may be more important than maintaining 
the incremental approach. It also may be a lot easier to administer. 

But this is a fundamental issue. I want to get your input; I am 
going to be asking the other panels, too. We need to know whether 
we need to really write this all over again, or whether we need to 
look at base year modifications and that kind of thing. 

Mr. Anderson. If I could just briefly respond, then other mem- 
bers of the panel. 

We have endorsed the incremental approach. Corporations are 
people, they are a collective group of people, so the initial debate 
really is, should we tax corporations at all since the people who 
make up these companies end up generating wealth, paying income 
taxes, and generating other sources of revenue. The fact that there 
is a corporate income tax at all leads to this discussion of tax cred- 
its applied to the general tax. 

I think in a pure environment there shouldn’t be a tax on cor- 
porations and therefore the discussion ends at that point. It is not 
very realistic to expect a nonincremental credit, because you get 
around one of the key objectives of the current system, and that is 
to encourage incremental increases, or reward increases, and not 
reward those who may actually benefit from a nonincremental 
credit by making reductions in their research and development ex- 
penditures. So in that context, I think we would encourage remain- 
ing with the incremental nature of the credit and, as we have in 
Massachusetts, provide for two amendments. One is to provide an 
election for corporations to make a selection of what their base year 
period is. 

I mention in my written remarks that we have a proposal in 
Massachusetts to allow a one-time election that will establish a 4- 
consecutive-year base period that slides anywhere from 1983 to 
1995; that gets over some of the objections where companies are 
stuck at right now at a high base period. 

Another option is to not count reductions in defense R&D spend- 
ing against increases in commercial R&D spending, and there is a 
move away from defense-related R&D and toward commercial. To 
the extent that we should encourage corporations to move toward 
commercial, we should not count reductions in defense-related 
R&D against their increases in commercial. 

Mr. Hooker. Madam Chair, I disclaim expertise in the area of 
tax policy, but I do know that it is difficult to predict the behav- 
ioral effects of fundamental philosophical changes in tax policy, and 
we know that this current system works. 

Mr. Ramstad asked for research evidence that indicates the mac- 
roeconomic effects of the policy. I have seen lots of research reports. 
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They certainly exist and are available to your staff, I am sure, so 
we know that the current program works. 

We don’t know what the effect would be of a flat tax. I think it 
would be risky. I would be in favor of extending the current ap- 
proach. 

' Chairman Johnson. Thank you. 

Mr. Olesen. 

Mr. Olesen. Well, as I said in my statement, we favor a 
nonincremental approach to the tax credit based on the fact that 
we see the need to build capacity across all of the industrial R&D 
sectors and to reward those people who have a long-term, steady 
commitment to R&D in the same fashion that we reward people 
who incrementally change their R&D. Overall, we believe that a 
nonincremental system would generate a healthier and more con- 
sistent long-term view of R&D, which again focuses on break- 
through kinds of technologies. 

Ms. Pensabene. With respect to the collaborative research credit, 
I think that the flat tax approach would obviously be better for us, 
particularly under the EPRI model. 

The contributions to EPRI right now are based on gross sales 
from the utilities, and as I said, it is a 501(c)(3) corporation that 
does this research. There is only a minimal amount that we can, 
on a discretionary basis, increase those contributions because of the 
way the program is structured. A flat tax would be more appro- 
priate with respect to this kind of collaborative research. 

Thank you. 

Mr. Gandhi. Incremental or flat, I think the key criterion that 
you want to keep in mind as you redesign a credit is to make sure 
that you target it properly; that is, we do not want to provide in- 
centive to tax research that would have been done anyway. So if 
you want to target it and provide incentive for corporations to do 
more research, then incremental research is a better approach than 
flat credit. 

The second thing you want to keep in mind here is, with all the 
problems that there are with incremental research, we are not say- 
ing that it is not working. All we are saying here is that there are 
problems that need to be fixed. 

Now, as far as the flat credit is concerned, in appearance, it is 
quite even, uniform, and has an appeal, but it would miss the tar- 
get, so that is the dilemma that we would have to resolve. 

Chairman Johnson. Would a flat tax be easier to administer? 

Mr. Gandhi. Flat would be easier, no question about that. 

Chairman Johnson. When the Department issues its regula- 
tions, would you get back to us on whether or not they will make 
it easier to administer? 

Mr. Gandhi. Sure. 

Chairman Johnson. Because if it is easier to administer, it is 
also more secure for the companies to manage. 

Mr. Gandhi. Right. I think the problem in the case of adminis- 
tration is more in terms of what is and what is not innovative re- 
search. 

Chairman Johnson. I understand that, but that is pretty hard 
for the companies. If you are having a hard time determining that, 
it is very hard for them, too. I think if we want to encourage more 
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small and medium-sized business participation, we need to make 
this thing as clear and simple as we possibly can. 

Mr. Gandhi. Yes. 

Chairman Johnson. In that regard, do any of the panelists have 
any comments about how we could make this easier or more acces- 
sible to small businesses? Because it is true that, for the most part, 
it is a large business credit. 

I am going to yield while you think that over. If you have any 
comments on that later on, please feel free to offer them. I am 
going to yield to my colleague, Mr. Matsui. 

Mr. Matsui. Thank you. Madam Chair. I think your question 
about the flat tax and the incremental approach is a very critical 
one. 

Back in 1981 when we first discussed this issue, and we first 
talked about the R&D credit, it was so innovative that many were 
afraid that if we did it on a flat basis it would look like a corporate 
giveaway; and now perhaps there is some rationale to look at it in 
terms of — those that have long-term, continuing investments in 
R&D perhaps should receive it. I don’t know if the budgetary prob- 
lems will allow us to engage in that area, but certainly it is some- 
thing that I think we should begin to talk about and consider for, 
if not this reference period, at least in the future. 

What I would like is for all five of you, but those of you in the 
private sector particularly, and perhaps with other panels as well, 
given the fact that there is a lot of concern about the base period, 
the 1984-88 base period, perhaps some of you can come up with 
some alternatives. 

I know the industry groups, the coalitions, are working on that 
now, but perhaps some of your individual companies can also come 
to us with that kind of information, so that we will have this data 
as we begin to come up with an alternative. » 

What I would like to do is to spend my moments asking Dr. Gan- 
dhi a couple of questions, because in your GAO report you indicate 
that the credit itself, in terms of its value, is not really determined. 
I read the Peat Marwick study — that was November 1994 — and 
they go into a lot of detail and data. They basically say that the 
earlier studies may not have shown that the credit had real value. 
No. 1, because there was no study of the interaction between the 
credit and other provisions of the Internal Revenue Code; and No. 
2, companies that began to use the credit in the early and 
mideighties, it took them time to adjust in terms of some of their 
long-term investments in research and development. So the posi- 
tive attributes of the credit in the earlier years and as a result of 
the earlier studies may not have borne out the positive effect. 

The studies in the Peat Marwick document are recent studies. 
They have studies by Bronwyn Hall, additional studies by Bailey 
and Lawrence, who were the original people that did these studies. 
Burger, and a number of others. I take it that your office, you, smd 
your researchers have reviewed some of these studies and the more 
recent studies that they have done. 

From what I understand, they have indicated that there is at 
least a one-for-one positive advantage in terms of, for each $1 of 
tax loss there is an additional $1 of R&D spending; and as I indi- 
cated in my opening statement, which I got from this document, in 
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the long term it would produce an additional $1, so you get two for 
each one; and other studies have shown even more than that. 

Do you have any thoughts on that? Do you think it would be ap- 
propriate for the GAO — ^perhaps in the future, you can’t do it in the 
short term necessarily, but perhaps to review some of the more re- 
cent data in this area, because it might then help update some of 
your analysis here, perhaps show that there is a positive value 
rather than uncertainty as you have in your study? 

Mr. Gandhi. Right. Well, let me have two comments on that. 

We have looked at some of those studies that you mentioned, sir. 
It all boils down to what methodology they use, what assumptions 
they use, and how optimistic their assumptions are. We have been 
very careful in making sure that we be optimistic about what are 
the multiplier effects, the spillover effects of the research credit; 
and even when we use the most optimistic assumptions, we would 
not be coming out with something like what has been suggested. 

The Joint Committee came out yesterday with its own study on 
that, and we have assumed even more optimistic assumptions than 
what is contained in the Joint Committee. 

But given all that, I do not think that we will be able to come 
up with that kind of projection in terms of the spillover effects. But 
nevertheless, we would go back and study a little more and then 
come back and answer you. 

Mr. Matsui. The only reason I suggest that, perhaps this is a 
common situation with GAO reports, but there are no references to 
how you arrive at some of your conclusions in here. As I men- 
tioned, there are a number of— the Eisner study of 19 — they don’t 
have a date on here, but the earlier studies indicate there is uncer- 
tainty. 

But the later studies almost all indicate it does have a positive 
value, and perhaps some of your research people can look at some 
of these later ones and then if in fact it requires a change, perhaps 
you might want to supplement this if it is permanent. 

Mr. Gandhi. Yes, we will. 

Mr. Matsui. The only reason I ask this is because these are offi- 
cial documents, and obviously, I believe that they have positive 
value; a lot of people feel these have positive value. If in fact you 
can’t say that, that is certainly appropriate, but if additional re- 
search would be helpful 

Mr. Gandhi. We are not saying, sir, that there is not a positive 
value here. 

Mr. Matsui. It is uncertain is what you are saying? 

Mr. Gandhi. Exactly right. It is difficult to quantify them, dif- 
ficult to identify all of them and difficult to quantify them, so we 
will go back and look at those studies one more time. 

Mr. Matsui. If you could look at specifically some of these stud- 
ies here, I think they would bear it out. 

I appreciate that very much. I have no further questions. 'Thank 
you. 

[The following was subsequently received:] 
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Recent empirical studies cited in a report produced by KPMG Peat 
Marwick indicate that, in the long run, each dollar of tax credit 
generates two additional dollars of R&D spending. Can GAO 
coament on these new studies and determine if they show that the 
credit has positive value? 


We will be issuing a report later in 1995 on our review of the 
new studies cited in the KPMG Peat Marwick report. Most of these 
new studies indicated that the amount of research spending 
generated by the research tax credit is larger than estimated by 
earlier studies. However, the authors of some of these studies, 
themselves, said their results should be used with caution and 
would benefit from further research. Our forthcoming review 
addresses the issue of whether these new studies provide evidence 
that the credit is of positive value and, more specifically, 
whether each dollar of credit generates an additional two dollars 
of research spending . 
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Chairman JOHNSON. Thank you. I have no further questions, ei- 
ther, but thank you for your testimony. I invite your input in the 
course of the weeks ahead. Thank you. 

The next panel will consist of Kevin Conway, the director of 
Taxes of the United Technologies Corp.; Harry Penner, president 
and chief executive officer of Neurogen Corp.; Rudolph Penner, 
managing director of Barents Group, Peat Marwick; Douglas 
McPherson, director of Tax Affairs of Lockheed Martin Corp., on 
behalf of the Aerospace Industries Association; Charles Rau, vice 
president and tax counsel for MCI Communications; and Randall 
Capps, tax counsel and director of Federal Taxes, EDS, Plano, Tex., 
on behalf of the Information Technology Association of America. 

If we could start right in, I would remind those testifying of the 
light system and invite your comments. 

We will start with Mr. Conway. 

STATEMENT OF KEVIN CONWAY, DIRECTOR OF TAXES, 
UNITED TECHNOLOGIES CORP., HARTFORD, CONN. 

Mr. Conway. Thank you. Madam Chairman. Madam Chairman 
and members of the suDcommittee, my name is Kevin Conway. I 
am the director of Taxes for the UTC, United Technolomes Corp. 

UTC provides a broad range of high technology products and 
support services for the building systems, automotive and aero- 
space industries. Our best known products include Pratt & Whit- 
ney jet enmnes, Sikorsky helicopters, Hamilton Standard aerospace 
systems, Otis elevators. Carrier heating and air conditioning sys- 
tems, and UT automotive products. 

At the end of 1994, UTC ranked 31st among the Fortune 500. We 
employed 171,000 people, and we were the Nation’s 12th largest 
exporter. We are established in all but six countries of the world, 
giving us a uniquely global presence. 

I appreciate the opportunity to testify today on this important 
topic. I prepared a statement which I am submitting for the record, 
and I would like to summarize my comments. I would also like to 
note that the statements I am submitting have been endorsed and 
supported by McDonnell Douglas Corp. and Compaq Computer 
Corp. 

I think. Madam Chairman, to focus on some of the k^ points, 
during the period 1989-94, UTC spent an average of over $700 mil- 
lion per year on qualified research expenditures, or a total of $4.2 
billion in that 6-year period on qualified research expenditures. 
However, during that period, because of the current structure of 
the credit, we were unable to claim $1 of research credit. The rea- 
son for that. Madam Chairman, is because the credit is not really 
a credit for increasing research expenditures. It started out that 
way, but as a result of changes over the years, the structure has 
been changed, so that in fact during the period 1989-94 we in- 
creased our research in certain years, but we were unable to claim 
the credit. 

The reason for that is because, under the current formula, the 
requirement is that the rate of research spending increases at a 
greater rate than the historical rate during the period 1984-88. So 
the notion that the credit as currently structured rewards in- 
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creased research spending is not accurate. In fact, that is not the 
case. 

The problem that we see with the structure of the current credit 
is that a company like United Technologies, which spends in ex- 
cess — an average of $700 million a year — and by the way, I would 
like to point out that of that average $700 million, $400 million per 
year, on the average, represented salaries and wages for research 

i 'obs in the United States, and that is a key factor that has to be 
tept in mind. 

The problem that we have with the current credit is that it is 
linked to the historical ratio of research expenditures to sales; and 
we would submit that rarely, if ever, is there any kind of a logical 
connection between research expenditures in the current year and 
sales. In fact, just the opposite is usually true. Sales today are the 
result of research efforts of the past. Research today is to generate 
sales in the future. 

The problem we have is the linkage under the current structure 
of sales and research. In fact, if you look at the current structure, 
one could argue that it is really counterproductive. If your research 
is successful and your sales go up, your credit will either be re- 
duced or eliminated under the current formula, and the reason for 
that is that your historical research spending rate is multiplied by 
the average of your past 4 years’ sales. So if your sales increase 
dramatically, even if you have increased research spending, you 
will either lose a portion of the credit or all of it; and we don’t 
think that makes any sense. 

The other thing to keep in mind is that we should focus not only 
on the rate of research spending, but the absolute dollars. In to- 
day’s environment, every dollar is viewed from the standpoint of ef- 
ficiency and effectiveness, and R&D is no exception. By requiring 
an increased rate of research spending, the current tax policy is 
counterproductive to that. 

In addition, a company like UTC and broad diversified compa- 
nies — aerospace, for example, our R&D is going down while our 
sales remain constant. On the other hand, we have commercial 
businesses where our sales and our research are going up, and yet 
we have to average all of this together, and we are not entitled to 
the credit. 

We believe that it is time to restructure the credit. We believe 
that a nonincremental flat rate credit is more appropriate in to- 
day’s current economic environment, and we think that a flat rate 
credit in the range of 3 to 5 percent is absolutely workable. 

The Joint Committee report that was released on March 28 in re- 
sponse to the request that you and Congressman Matsui made 
shows that a 3-percent flat rate credit would be revenue neutral 
with the current extension. It would also be possible to have a 
graduated credit up to 5 percent. 

In terms of the issue as to — research spending, I would like to 
point out that a flat rate credit actually does — additional spending 
because the more dollars you spend in any given year, the more 
credit you would earn. 

^\^lat we need to focus on is, we have to get away from this no- 
tion of linking sales to historical research, get away from this no- 
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tion of focusing on incremental dollars. Every $1 of research spend- 
ing is important. 

The point that Congressman Matsui made about other coimtries’ 
research is critical. We at UTC compete not only with companies 
from these various jurisdictions, but the United States is competing 
for research dollars as a tax jurisdiction, so that we have Korea 
with a flat rate credit, R&D credit; we have Canada, our neighbors 
to the north; Japan, a major competitor, has a 7-percent 
nonincremental credit on depreciable expenditures; Spain has a 15- 
to 30-percent credit on nonincremental expenditures; Australia, 
Malaysia, and others. So in terms of looking at the need for change, 
we need not only to look internally, but in a global marketplace 
where we have to compete for research dollars. 

In terms of simplification, I think the arguments there are very 
compelling. I can tell you that the incremental credit is extremely 
difficult to administer, even for a large company with a sophisti- 
cated tax department. Controversies abound with the IRS not only 
because of the definition, but because of the application of the base 
period rules, and also because when the credit is incremental it 
might cause the IRS to focus on the incremental expenditures. 
They might not audit all 700 million, just the incremental amount, 
and that creates some controversy. 

So I think the need to go to a flat rate or nonincremental credit 
is compelling. It is clearly time to look at that; and I think by vir- 
tue of the fact that, as we indicated, our credit is comprised sub- 
stantially of research salaries and wages, we can make a strong ar- 
gument that that type of a credit will provide an incentive to main- 
tain not only our technological base, but also high technology jobs 
in the United States. 

Thank you for the opportunity to testify. I would be pleased to 
answer any questions that you may have. 

[The prepared statement follows:] 
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Subcommittee on Oversight 
Committee on Ways & Means 
House of Representatives 
Proposal for Non-lncremental Research Credit 
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Madam Chairman and members of the Subcommittee on Oversight , my 
name is Kevin Conway. I am Director of Taxes for United Technologies 
Corporation ("UTC"). UTC provides a broad range of high-technology products 
and support services to the building systems, automotive, and aerospace 
industries. Our best known products include Pratt & Whitney military and 
commercial aircraft engines, Sikorsky helicopters, Hamilton Standard aerospace 
systems, Otis elevators and escalators. Carrier heating and air conditioning 
systems, and United Technologies Automotive components and systems. 

At the end of 1994, UTC had 171,200 employees, including 95,200 outside 
of the United States. UTC is the nation's 12th largest exporter. We are ranked 
31st among the Fortune 500 companies and had 1994 sales of $21.2 billion with 
international revenues accounting for 54 percent of the total. UTC is established 
in all but six of the world's countries, giving it unique global presence. 

Thank you for this opportunit)' to testiW on the subject of the research tax 
credit. I have a prepared statement I would like to submit for the record and I 
will summarize my remarks. 

Background 

This year, Congress will consider extending the research tax credit which 
is scheduled to expire June 30, 1995. Since 1981, the Internal Revenue Code has 
provided a tax credit for increases in expenditures for research conducted in the 
United States. Congress enacted the credit because of its concern that private 
spending for research and experimentation had not been adequate, adversely 
affecting economic growth, productivity gains, and our competitiveness in 
world markets. It believed that a substantial tax credit for Incremental research 
expenditures would overcome the resistance of many businesses to bear the 
significant costs of initiating or expanding research programs. It found that 
while such costs bore characteristics of investment activih', the relationships 
betw'een the investment in research and the subsequent earnings often were less 
directly identifiable, so that many businesses were reluctant to allocate scarce 
investment funds for uncertain rewards. By making the credit incremental. 
Congress intended to maximize the credit's efficiency by not, to the extent 
possible, allowing credits for research that would have been undertaken in any 
event. 

Impact of the Current Incremental Research Tax Credit 

In its present form. Section 41 of the Internal Revenue Code provides for a 
credit equal to 20 percent of the excess of a company's qualified research 
expenses ("QRE") over its "base amount" for that year. The base amount is 
intended to approximate the amount of research that a company would 
undertake without the incentive of the credit. The base amount is equal to the 
company's ratio of QRE to gross receipts for the base period 1984-1988 (its "fixed 
base percentage"), multiplied by the company's average gross receipts for the 
four years preceding the year for which the credit is being calculated. 
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This formula reflects an assumption that a company's average ratio of 
research expense to sales in Uie five-year period 1984-1988 is the ratio that will 
always be appropriate for that company^ absent a tax incentive, in every 
subsequent year. The ratio of research expenses to sales that makes the most 
sense for a company may vary from year to year, however. For instance, 
external business conditions may dictate a decrease in the rate of spending on 
research compared to sales. 

Examples of such business conditions follow; 

A. An aerospace company might decrease its research spending rate to 
reflect the expectation of reduced sales in future years resulting from 
increased international competition and the end of the Cold War. 

B. Successful research may result in a rapid, but brief, rise in sales. 

During the time sales are rising at an unusually high rate, however, the 
cornpan) will not qualify for the credit if its research expenses do not rise 
at the same rate. 

C. Following a period of intensive research spending, a start-up company 
may enter a "mature'* phase when it cannot match the higher rate of 
spending that was required to get the business going. 

D. A company may consolidate and streamline its research operations as 
part of a larger downsizing that is required for the company to remain 
competitive, but its cost-saving efforts may cause it to lose the research 
credit. 

The incremental nature of the credit also creates a competitive 
disadvantage for affiliated groups of companies or a single entity which 
conducts different businesses. A single credit calculation must be made for such 
a group, treating all members of the group as a single taxpayer. That means 
that for a group that includes some companies whose rates of research spending, 
considered separately, are rising, and also includes other companies whose rates 
of research spending are falling, the companies with rising rates may not get any 
research credit because their rising rates must offset the falling rates of other 
companies in the group. If the companies were not affiliated, the companies 
with rising rates would be entitled to the credit, while the companies with 
falling rates would not. If one commonly-held business is an aerospace 
company that is decreasing its R&D expenditures relative to sales to reflect an 
expectation of decreased future sales, that policy, appropriate for that business, 
could prevent an affiliated company, in a different industry, whose rate of 
research spending is increasing, from receiving any incentive to further increase 
its spending. 

Proposal for a Non-Incremental Credit 

Whether or not a company is increasing or decreasing its rate of research 
spending relative to sales, the incentive of the research credit can be an effective 
way to induce that company to increase its research expenditures above the 
amount it would have incurred in the absence of a credit. To make the research 
credit as effective as possible. Congress should induce the maximum number of 
businesses to incur research sp>ending, by replacing the current incremental 
credit with a non-incremental credit with a reduced rate. We believe that a non- 
incremental credit at a flat rate of 3% or a graduated rate up to 5% would not 
result in a significant increase in revenue cost The Joint Committee released a 
report on March 28, 1995 which indicated that a non-incremental credit with a 
flat rate of 3% would be revenue neutral with the current incremental credit 
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We recognize that giving all taxpayer the option of electing either a 
reduced-rate non-incremental credit or the current 20% incremental credit would 
result in a greater revenue loss. Because some companies have reasonably relied 
on the continuation of the current structure of the credit in planning for future 
research expenses, however, we propose that companies who have previously 
elected the incremental credit be given the option of continuing to claim it, with 
the option of electing a reduced-rate non-incremental credit. Once made, such 
an election would be binding for all future years. 

Benefits of a Non-incremental Credit 


Providing a non-incremental credit would greatly simplify credit 
calculations for taxpayers, and make the Internal Revenue Service's job of 
auditing the credit easier. The fact that the amount of the credit depends in part 
on a taxpayer's gross receipts in a given year undermines the incentive effect of 
the credit because taxpayers cannot know in advance whether they will qualify 
for the credit in a given year. 

Global Competition 

Providing a non-incremental credit would also strengthen the ability of 
U.S.-based companies to compete with companies based in countries with more 
generous tax incentives for research. Many other countries offer credits for 
research expenses, some much more generous than the U.S. incremental tax 
credit 


Canada, for instance, offers a 20 percent non-incremental credit The 
province of Quebec offers an additional 20 percent non-incremental and 
refundable credit for qualified wages. 

Spain has offered a non-incremental credit (in addition to an incremental 
credit) of 15 percent for non-capital expenses and 30 percent for fixed 
asset acquisition expenses. 

Japan provides a non-incremental credit of 7 percent for the cost of 
depreciable property used in basic research ( subject to a limit of 15 
percent of current tax, when combined with the incremental credit). 

Korea provides a 5 percent non-incremental credit 

Australia allows a 150 percent deduction for research expenses. 

Singapore and Malaysia allow 200 percent deductions for certain non- 
capital research expenses. 

Several countries also offer generous incremental credits, sometimes in 
addition to a non-incremental credit 

France provides a 50 percent incremental credit (subject to a cap of 
approximately $8,250,000 per year); 

Japan, a 20 percent incremental credit ( subject to a cap of 10 percent of 
current tax) in addition to the 7 percent non-incremental credit; 

Korea, a 50 percent incremental credit in addition to the 5 percent non- 
incremental credit; 
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Spain offers, in addition to its non-incremental credits, incremental credits 
of 30 percent for non-capital expenses and 45 percent for fixed asset 
acquisition expenses. 

Conclusion 


United Technologies' average QRE have exceeded $700 million per year 
during the period 1989-1994, but we have not been able to claim any research 
credit because of its current incremental structure. This structure significantly 
reduces the overall effectiveness of the research credit as an incentive to incur 
research expenditures and locate research facilities in this country. A non- 
incremental credit would encourage more companies, of all sizes and in many 
different industries, to retain or increase research activities in the U.S. At the 
same time, it would simplify the structure of the credit substantially, making it 
easier for more companies to claim the credit We believe that today it is 
especially appropriate to consider this change to make the credit more effective 
because of the increasing international competition faced by many U.S.-based 
businesses and the increased competition for research investment by different 
countries. The ultimate benefit would be increased innovation and productivity 
in the U.S. economy, the strengthening of the U.S. technology base, and the 
preservation and expansion of job opportunities in this country. 

Madam Chairman, I would like to state for the record that the points set 
forth herein are endorsed and fully supported by McDonnell Douglas 
Corporation and Compaq Computer Corporation. 

United Technologies Corporation, McDonnell Douglas Corporation, and 
Compaq Computer Corporation appreciate your interest in this important issue, 
and I would be pleased to answer any questions. 
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Chairman Johnson. Thank you, Mr. Conway, for addressing 
many of the issues that we have raised to this point. I appreciate 
that. 

Mr. Penner. 

STATEMENT OF HARRY H. PENNER, JR., PRESmENT AND 

CHIEF EXECUTIVE OFFICER, NEUROGEN CORP., BRANFORD, 

CONN., ON BEHALF OF THE BIOTECHNOLOGY INDUSTRY 

ORGANIZATION 

Mr. Harry Penner. Thank you. Good morning. Madam Chair- 
man, and members of the subcommittee. I am testifying today in 
support of the R&E credit both on behalf of Neurogen in Branford, 
Conn., and also the BIO, Biotechnology Industry Organization. 

We strongly support H.R. 803, which is legislation introduced by 
you. Congressman Johnson, and you. Congressman Matsui, to 
make the R&E credit permanent. We very much appreciate the 
leadership you both have shown in behalf of America’s research- 
intensive entrepreneurs, and we strongly urge the Congress to 
enact this legislation before the credit expires on June 30, 1995. 

We also support restructuring the credit so it is available as a 
more effective incentive for most biotechnology companies. 

Let me briefly describe Neurogen and its research and develop- 
ment program, then focus on our proposals to restructure the cred- 
it. Neurogen is an emerging neuropharmaceuticals company en- 
gaged in the design of breakthrough small-molecule drugs to treat 
a variety of neuropsychiatric disorders. 

My company was formed in 1987, went public in 1989, and has 
grown to more than 80 employees. Some 35 percent of our employ- 
ees hold doctoral degrees. We have spent more than $35 million 
since our founding on research. We spent $13 million on research 
last year. We have no product revenues, and we possibly won’t 
have any until as late as 1999. 

The drugs used currently to treat neuropsychiatric disorders are 
a bit like taking a shotgun to target practice. They hit the 
neurotransmitter, the receptor in the brain that you want to hit to 
improve the condition, but they also hit a variety of things around 
it. These are translatable readily into side effects. 

Our technology, which is very novel, enables us to basically take 
a rifle to the receptor and not only improve the condition but vir- 
tually eliminate the possibility of side effects. In the clinic, we have 
patients taking a nonsedating and nonaddictive anxiolytic drug. We 
have in human trials a breakthrough treatment for schizophrenia, 
which is, we believe, going to prove free of side effects so problem- 
atic in current medications that as many as 50 percent of schizo- 
phrenic patients are not well treated; and we have a drug can- 
didate for eating disorders. 

Some 50 to 100 million people in the United States are impacted 
dramatically by neuropsychiatric disorders. On the one hand, we 
think ourselves quite special because of what we do, but on the 
other hand. Neurogen is really quite typical of America’s 1,300 bio- 
technology companies. The biotech industry is the most research- 
intensive industry in the civilian sector. 

The average biotech company spends about $68,000 per employee 
per year on research. My company spent over $170,000 per em- 
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ployee on research last year. This is many times the U.S. corporate 
average of $7,500 per employee. In a 1994 survey by Business 
Week, 6 of the top 10 firms m the United States in terms of re- 
search expenditures per employee were biotech companies. 

This industiyr holds tremendous promise for the improved health 
and productivity of our citizenry. Already 27 breakthrough prod- 
ucts have emerged from biotech R&D. Many more are in clinical 
trials. 

The R&E credit has represented a powerful statement by the 
Congress in support of our work, in support of high technology in 
general, and in support of investment in this country’s future. It 
also represents a significant economic incentive to our companies. 
But almost ironically, biotech companies tend to lose this credit 
just when they finally manage to bring products to the market and 
to generate revenue. The pr^lem arises from the unusual econom- 
ics of our industry — ^huge research expenditures, long development 
times, no revenues for many years, followed hopefully by substan- 
tial revenues. While the economics of our industry are unusual, I 
hope you will agree that the biotech industry is exactly the kind 
of research-intensive industry to which the R&E credit should 
apply. 

We have two proposals to restructure the credit. Let me just 
mention them briefly. They are explained in more detail in my full 
statement. 

No. 1, we recommend the fixed-base percentage limitations be re- 
duced from 16 to 8 percent. No. 2, we recommend the minimum 50- 
percent base rule for R&E credits be eliminated. These two propos- 
als will solve the problem with the credit; they will not create any 
new problems for any other industiy. We don’t want biotech compa- 
nies like Neurogen to lose the credit just when they finally manage 
to bring a product to market and begin to generate revenue. 

Let me summarize by stating that failure to provide viable incen- 
tives to technological advancement risks U.S. competitiveness, the 
viability of high technology-based businesses in this country, new 
jobs which are almost always higher paying — it is a higher paying 
end of the spectrum — future increases in t^able income, and per- 
haps even, most importantly, advances in the health and productiv- 
ity of our citizens. 

Thank you very much, and I will be happy to answer any of your 
questions. 

[The prepared statement and attachments follow:] 
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1 |j:ST!MONY OF 

HARRY H. FENNER. PRESI O ENT AND CEO 
N EUROGEN CORPOl^TlON 
ON BEHALF OF THE 

BIOTECHNOLOGY INDUSTRY ORGANIZATION (BIO ) 
BEFORE THE OVERSIGHT SUBCOMMITTEE 
HOUSE WAYS AND MEANS COMMITTEE 
REGARDING T HE 

RESEARCH ANI> EXPERIMENTATIO N 
TAX CRED i r 
MAY 10. 1995 


Madam Chairman am) members of the Subcommiiiee. My name is Harry H. Penner, Jr. and 
I am President and CEO of Neiirogen Corporation of Branford, Connecticut. 

I am testifying today regarding the Research and Experimentation Tax Credit (R and E 
Credit) on behalf of Neurogen and the Biotechnology Industry Organization (BIO). 

BIO represents more than 570 biotechnolopy comptanies, academic institutions, state 
biotechnology centers and related organizations in 47 states and more than 20 nations. BIO 
members are involved in the research and development of health care, agricultural and 
environmental biotechnology products. 

As entrepreneurs must do, let me start with the bottom-line; we support H.R. 803, legislation 
introduced by Congresswoman Nancy Johnson and Congressman Robert Matsui, to make the R and 
E Credit permanent. Wc very much appreciate the leadership they have shown for America's 
research-intensive entrepreneurs. We urge the Congress to enact this legislation before the Credit 
expires on June 30, 1995. We also support restnictiiring the Credit so it is available as an effective 
incentive for most biotechnology companies. 

Furthermore, we recommend that the Congress consider the R and E Credit and the Orphan 
Drug Tax Credit in tandem. The two Credits are interrelated; both should be made permanent and 
restructured. We appreciate the support which Congresswoman Johnson and Congressman Matsui 
have given to making the Orphan Credit permanent and restructuring it and we strongly support 
H.R. 156o, (he bill they have introduced to this end. 

Let me first talk about Neurogen an?' its research and development program, the R and E 
Credit, the biotechnology industry, and our proposals for restructuring the Credit. 

Neiiroaen and Research and Oevelopnicnt 

Neurogen is a leading ncurophartnaceuticals comp;my engaged in the design and development 
of breakthrough small molecule psychotherapeutic <lnigs. 

My company was formed in 1989, went public in 1989, and has grown to more than 80 
employees, some 3.5% of whom hold doctoral degrees. 

Our company has spent more than $3.5 million on research since it founding, $13 million last 
ycitr alone. Wc have no revenue yet from product .sitics and do not expect any revenue from 
pnxluct sales until 1999. We have some revenue from other sources. We find that the R and E 
Credit is a tremendous incentive for investments in research. 

Neurogen has integrated its proprietary understanding of neurobiology and molecular biology 
with cutting edge medicinal chemistry technologies to pioneer tire synthesis of new generation of 
highly receptor specific compounds. This unique series of drug candidates promises improved 
treatment for a broad range of neuropsychialric disorders, including anxiety, schizophrenia, 
epilepsy, dementia, depression, and sleep, eating and stress disorders. More than fifty million 
jxirsons in the U.S. alone suffer from these disorders and the global market exceeding $12 billion. 
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Neurogen is pursuing major design and developn^cnl prc^rams based on the modulation of 
GABA, dopominc, and neuiopeptide receptors. U^ngeotn* ' alionai chemistry, the company is also 
developing, botli for its internal use and for oth^ bi(Mech and irfiarmaceulica] companies, an 
extensive library of high quality small molecule compotinds which are designed to exhibit drug-like 
characteristics. 

One of the molecules we have develr^icd, NGD 91-1, has been shown to be as effective as 
to mg of Valium but with no sedation or alcohol interaction. Additional targets for this compound 
are dementia and sleep disorders. Anoilter molecule, Nfil> 94-1, is a highly specific dopomine D4 
antagonist for psychosis, or schizophrenia. We have two broad spectrum anti-psychotics, NGD 94-2 
and NGD 93-1. i-inally, Neurogren's neuropeptide research targets the neuropeptide associated with 
eating disorders, hypertension, and depression. 

We are proud of (he research we are doing, its importance for the well being of patients, and 
positive economic impact we have had on (he State of Connecticut. 


The R and E Tax Credit 


The R and E Credit provides a 20% tax credit for qualifying research and development 
expenditures. It is an incremental, not a Hat rale credit, and the calculation of the credit amount is 
complex. Not all research is included in calculation of the Credit, in fact,, our industry finds that 
only about half of the research expoises are covered. With a 20% credit for qualified research, and 
at most 50% of our research covered, the true value of (lie credit to those companies which can 
claim it less than 10%. 

The Orphan Credit is an allemaiive to the RAE Credit. Both credits are incremenial credits 
and both are incentives for research. Firms receive only one credit for their research depending on 
whether it is or is not related to research on cures and therapies for "orphan* diseases oi conditions 
(rare diseases where there is a limited patient population and limited commercial potential). The 
Orphan Credit is 50% for qualified research. Again, however, at most half of the research 
expenses are covered, and other sharp limitations apply, so the true value of the credit for the 
companies which can claim it is less than 25%. 

We urge the Subcommittee to consider the two Credits in tandem; they are intimately related 
and complementary. 

tCcononiics of the BiotechnologY Iwdustry 

The importance of (be R and E Credit and our re^riictunT'o, proposals become immediately 
apparent when one understands the economics of the biotechnology industry. 

The biotechnology industry is one of (he most research intensive industries in the civilian 
manufacturing sector. The averse biotechnology <x>mpany spends $68,000 per employee on 
research, more than nine times (he U.S. corpcH^e average of $7,500. In a 1994 survey by 
Business Week, six of the top ten firms in the U.S. in icrms of research expenditures per employee 
were biotechnology companies, including Biogen ($208,724), Genentech ($1 17,SS4), and Genetics 
Institute ($107,657). Ernst A Young' reports that biotechnology companies spent $7 billion on 
research and development in 1994, up $1.3 billion 1993. 

Bringing a biotech drug product to the market loday is both a lengthy and expensive process. 
From the initial testing of the drug to final approval fnMn Ibe Food and Drug Administration can 
lake 7-12 years, and this process can cost anywhere from $150 to $359 million. Both the length and 
cost of this process are a tremendous impediment for »nall biotechnology companies attempting to 
bring a product to (he market. 

There are currently 28 liiotechnology therapeutics and vaccines on the market. Ernst A 
Young reports (hat there are 270 in human clinical development, and over 2,000 in early research 
stages. As products move into clinical trails, expenses increase. The need for capital for 


'a fcscsl year fiiir Ernst A Y<iun£ is fnioi July I thnnigh June 30. Hierefore, 1994 indicates July 1, 
1993 through June 30, 1994. 
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biotechnology companies to runcl research is increasing right at the time when the industry is coping 
with a financial crisis. 

The biotechnology industry experience*! a net loss of $4.1 billion in 1994, and has lost over 
$1 1 billion in the last three years. In addition, biotechnology companies raised only $278 million 
during the first quarter 199*5, compared with $762 million in the first quarter of 1994, a 63% 
decline. 

The value of the stock of the publicly traded biotechnology companies has declined 
precipitously. Since January 1993 the American Slock Hxchance (AMEX) biotechnology index has 
declined by approximately 34% and the index for hititechnology firms traded on the Chicago Board 
of Options Exchange (CBOE) has declined by 34%.^ This decline over the past 28 months is due to 
a variety of factors, including the proposals for controls on prescription drug prices by the Clinton 
Administration and others during the health care reform debate, disappointments in human clinical 
trials, and regulatory, tax, patent and litigation issues. 

A September 1994 Ernst & Young report finds that biotech companies, on average, have 25 
months of capital left ai ilieir current bum rates (the rale at which capital is being expended).’ 
According to a March 1994 reptirt by Dr. Robert Goldirerg of the Gordon Public Policy Center at 
Brandeis University, 75 percent of biotechnology companies have 2 or fewer years of capital left.* 
Ernst Sl Young estimates that there are 1,31 1 companies. If 75% have 2 or fewer years of capital 
left at their current burn rates, a staggering 983 companies would need to return to the market for 
more capital. 

This capital crunch means that in the struggle to survive, companies must focus on the 
technology which is closest to the marketplace. 'Iliey may be interested in other, longer-term 
projects, but they need revenue to survive. Only when they have revenue can they avoid the need to 
raise capital from investors. 

Impact of Ihe R and E Crcdi l o n Hioicchiwlogv Ucsear ch 

There can be little doubt that Invcsimcni in research and development is the answer to 
keeping the United States economy powerful during this decade and the next century. And, surely, 
there can be no doubt wliatscKvcr that America’s continued economic leadership is indispensable to 
our national security and freedom. It is Ihe research-driven industries which traditionally have 
enabled the United States to meet the rapidly intensifying industrial challenge from the rest of the 
world. 


Biotech companies are [irecisely the type of comixuiics that should be given every incentive 
to fully explore the teclmology they have invented. Sucli companies are beyond the start-up stage, 
but their revenues and corres})onding research budgets are growing rapidly. 

These companies are the heroes of the American private sector. If anything, they should be 
singled out for emulation and given addcil siimnlaiion. The structure of the current R and E (and 
Orphan) Credit docs the opposite; coinpuuies often lose Ihe credit just when they begin to market 
their first products. Why take away an incentive to keep spending a large portion of revenues on 
rcsearcli just when these companies are beginning to be successful? Why force them to reduce their 
research? 

For the liiotechnology industry to niaiiilaiii its leadership in light of increased competition 
from Japan and Europe, the U..S. industry inu.sl compete and win in terms of research 
brcaklhrough.s, wliich translates directly into substantial, sustained investment in research and 


' These percentage declines are Jilferent because these indexes include Ihe stocks of different biotech 
companies. I Ik- most current hgiiri's are provnled. In addition, the HioCenlury 100 (TM) Indicators for a 
group of puMicty traded hiolechnology c«>nipanies ha.s deetined fiy 40% from January 1994 through the first 
ifuaii^r of I99.S. 

’ "Biotech 95 : Reform, Kestniclure, and Renewal," Ninlli Annual Report on the Biotechnology 
industry, Lmsl and Young (ScpiemlKi 1994). 

* "Price Controls and lire riiliire of fiiolechnology: The Results of a Survey," Dr. Robert Goldberg, 
Senior Rc.scareh I'ellow , fiordon I’lildie Policy Center. Hrandeis I Iniversity (March 1994). 
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development. Biotechnology is barely a decade old and already it faces formidable international 
competition. 

The limdainental purpose of the R and U ('rodil is to provide an incentive to private 
companies to conduct accelerated research — researdt which will maintain our dominant position in 
critical industries which first emerged in the United States. After eight years of sporadic temporary 
measures, legislation is needed to offer a permanent tax credit for R&E activities. By its nature, 
R&B spending requires long-term commitment and planning. The various temporary measures in 
place since the previous law expired have not provided !l»e stability needed to fully stimulate 
maximum research and development. 

When a permanent R and E Creflit is finally enactixl, c^ful thought should be given to 
making the bill a complete mandate for maintaining America’s leadership in vital industries. It is 
crucial to give the maximum incentive to emerging companies in relative new industries, such as 
biotechnology. In the case of biotechnology, these K&E investments will translate into dramatically 
improved health care for generations to come. 

The R and E Credit is important to fast-growing R&E-intensive companies. For these 
emerging, high-growth companies, an incentive to increase investment in research and development 
makes the difference as to w‘’ether research projects are continued or dropped. The biotechnology 
industry provides a good illustration of this point. 

As 1 have s;ud, it takes ten to twelve years and hundreds of million dollars of R&E 
investment to successfully develop one new biotechnology drug. Bach drug candidate faces 
numerous scientific and reguK.t()ry hurdles, in addition to norma) competitive risks, before a biotech 
company can market a new prescription drug. In addition, new drugs face unprecedented price and 
competitive pressures due to the new health care environment. This means that a biotechnology 
company that is successful in commercializing its first new dnig cannot sit back and enjoy its 
SUCCCS.S but must continue (o invest ever-increasing funds in new R&E to discover new products and 
grow the business. This is why the Business Week survey lisied biotechnology companies as the 
most research-intensive companies in the country. 

The need to be research intensive poses a dilemma to management. It must fund high-risk 
research over a long period of time while showing a profit to raise equity to fund the required R&E. 
This rcq\hres management to keep marketing exposes, adminisiralive expenses, and non-research 
costs at an absolute miniinum, as well as make difficuh and painful decisions on which research 
projects to fund and which to drop. Given the very lean marketing and administrative levels at 
which these companies operate, R&E becomes the swing item in the budget. Thus management is 
constantly forced lo drop some of its pnuuising but higlicr risk projects on diseases like AIDS and 
breast cancer in order to meet llteir minimum profit targets. Once the minimum profit level is met, 
every additional dollar of revenue can be reinvested Iwck in R&E. 

The R and E Credit is critical lo these companies. An R and E Credit directly reduces the 
company’s tax expense and (hereby increases earnings. 'Hiese earnings can then be reinvested back 
in R&E while maintaining the company's profit level. Tlie Credit has supported research on 
diseases like breast cancer, cystic fibrosis, and AIDS that would otherwise not be done. A 
permanent credit is particularly important to the biotech industry since its research horizons are so 
long term. Knowing a credit will be there for llie next five years allows the companies to include it 
is in their long-range plan and support the continuation of high-risk projects. 

Some argue that the Credit is not needed sino^ llie R&E would be done in any event. That is 
simply not true for the biotechnology and similar emerging research-intensive industries. It very 
well might make the difference lietween finding cures for Alzheimer’s, AIDS, breast cancer, 
blindness and similar diseases, or not. 

Rcstnictiiring the R&E Cred it 

BIO supports H.R. 803 and supports making the R and E Credit permanent. We also 
support leslriiciuring the Crolit so that most biotechnolc^y companies qualify for it. 

T he problems our industry has with the current R and E Credit stem largely from (he fact 
that the Credit is a ratio of research expenditures (llie numerator) lo the firm’s gross receipts (the 
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denominator). Most biotechnology companies have no revenue, no gross receipts, but they have 
very large research expenditures. So, the numerator is large and the dominator is zero. As, soon 
as the firm begins to generate receipts, the denominator (tecomes a positive figure and it grossly 
distorts the fraction, the r^io, which determines the firm's R and E Credits. 

This is a peculiar problem which does not exist for mature firms, or firms which have 
revenue at alt times in their history. It is a unique problem which stems from the economics of our 
industry -- huge research expenditures, long development times, no revenues for many years, 
followed hopefully by revenues commensurate with the considerable risk which our investors have 
taken in funding the research. We believe that the economics of the biotechnology industry should 
be rewarded, not penalized by the R and E Credit. To avoid penalizing our industry, the Credit 
must be restructured. 

BIO recommends that the R and E Credit l)e restnicliire in two ways: 

1. Fixed-Base Percentage Limitation: The fixed base percentage limitation be reduced from 
16% to 8%. The 16% maximum base percentage is the limitation on qualifying research (as a 
percentage of sales) which may be used to calculate the R&E Credit. Many biotech companies' 
research and developmenl-to-sales ratio often exceeds 16% in their early years before the company's 
R&E results in a product. For these companies llie 16% limitation is far too high. 

As biotech companies mature and begin to generaie sales, their research-to-sales ratio begins 
to move closer to the average for pharmaceutical companies, about 15%. This pharmaceutical 
average ratio is itself three times higher than the all indiisiry average, so you can see how high the 
ratio is for biotech companies. 

The problems with the 16% fixed base limitation is compounded by the fact that roughly 
50% of a biotech company's financial statement R and D expenses do not qualify for the R&E 
Credit. Overhead and other costs of R and l> do not qualify for the R&E Credit. A 16% 
limitation, therefore, requires a biotechnology company to invest over 32% of its sales in R and D 
((jer its financial statement) to get any R&E Credit. 'Hiis is clearly too high. The practical effect is 
that the most biolech companies will never receive an R&li Credit once they are mature, even if 
they invest far more revenue in R and D than any other type of company. 

To correct the inequity of the current law. the 16% fixed base limitation should be reduced 
to 8%. This will still require biotech companies to spend ai least 16% of sales on R and D in order 
to qualify for the R&E Credit. 

2 . Eliminate Minimum 50% Base Rule: 'I'hc minimum 50% base rule for R&E Credits 
should be eliminated. It makes no sense that biotech companies which finally do qualify fur the 
R&E Credit shouM be hit with a cap on their Ocdil. 

The rule actually deters and penalizes significant growth in R&E expenditures by limiting the 
increment on which a credit can be given once the increment is equal to 50% of the current-year 
spending (or once the current year spending equals twice the baseline amount). The effect of the 
limitation is to bring the marginal incentive effect of the credit down from the statutory 20% to only 
10%. If a company has a base of $10 million increases its R&E expenditures to $20 million, the 
full amount of the increase. But, if it increases its R&F. expenditures to $30 million, the credit will 
be available only on the difference between the $.30 milium and the artificially assigned minimum 
base of $15 million, not the full increase of $20 million. 1'his is contrary to the whole purpose of 
the R&C Credit. 

It makes no sense to limit the creilit for the firms which increase their R&E expenditures the 
most, but this is what the minimuiv .50% base rule does. 

Robert Eisner, Steven Albert, and Martin .Sullivan have analyzed the current R&E Credit and 
made some recommendations tor its reform. .Specifically they have suggested certain reforms which 
would increase the credit’s effectiveness. 'I'heir first rec<Mumcndation is to "eliminate the 50 percent 
floor to the base." They argue that, "While this limitation dt>es not apparently relate to a large 
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proportion of R and D, its negative incentive effects can l>c considerable when it comes into play."^ 
Cost-Effectiveness of the Credit to U.S. Compel ilivenexs 

The Joint Committee on Taxation has found that making the Credit permanent will cost 
approximately eiglit billion dollars over five years. It has not yet provided estimates of the cost of 
these two restructuring proposals. Tlie Credit is a sound investment for the country in the long-term 
competitiveness of a critical American industry. 

In 1991, the Office of Technology Assessment (OTA) found that Australia, Brazil, Denmark, 
France, South Korea and Taiwan (Republic of China) all had targeted biotechnology as an enabling 
technology. Furthermore, in 1984, the OTA identified Jajwn as the major potential competitor to 
tite Unitetl States in bioieclinology commercialization.* 

The OTA identified the manner in which Japan bad targeted biotechnology. Its report stated, 


in 1981, the Ministry of international Trade and Industry (MlTl) designated biotechnology to 
be a strategic area of science research, marking the first official pronouncement encouraging 
the industrial development of biotechnology in Japan. Over the next few years, several 
ministries undertook programs to fund and support biotechnology. 

The Japanese Ministry of Health and Welfare insiiiuied a |X)llcy whereby existing drugs would have 
their prices lowered, while allowing premium prices for innovative or important new drugs, . its 
forcing companies to be innovative and to seek larger markets.’ 

It is widely rccognlzc<l lliat the biotechnology industry can make a substantial contribution to 
U.S. economic growth and improved quality of life. For example: 

* The National Critical Technologies Panel, esiablislicd m 1989 within the White Mouse Office 
of Science and Tectinology 1‘olit y by an Act of Congress,* :alls biotechnology a "national 
critical technology" that is "essential fi)r the United Stales to develop to further the long-term 
national security and economic prosperity of the United Stales.”’ 

'I'he private sector Council on Competitiveness also calls biotechnology one of several 
"critical technologies" that will drive U.S. produciiviiy, economic growth, and 
competitiveness over the next ten years ami perhaps over the next century.'*' 

* The United States Congress Office of rcchnology Assessment calls biotechnology "a strategic 
industry with great potential for heightening U.S. international economic competitiveness." 

O l'A also observed that "the wide rcacbtng )X)(cnlial applications of biotechnology lie close 
to the cenicr of many of the worhi’s major problems -- malnutrition, disease, energy 
availability and co.st. and pollution. Bioiechntrlogy can change both the way we live and the 


’ 'The ItKTeiiieiiial Tax ('fe.lii fi>i R anil l> Inecniivc .<r Oi.MiKciuive.* R«l>uii I'.iMicr, Steven Altxoit *nJ M*iiin SuIMveii, 37 Naliimal 
Tax J.iiii'ujI Nil 2, al iSl 


*IJ S Ciiijgfi s's. Ofikv >>1 IVJuioWv A&scx.siiiviil. n i.>lt.vl .iii. i -i;v in a Gloixat Economy 243 (Oclobtr 1991) 


’use on^resa, OUVe <>I rci;hii"l'>tfy AxxcsMiictit , Ui.ilcvliiio lo itv gi a GI»h»E Economy 244-245 (OuU'bcr 1991 ). 


® NnlinniilCo 

•iti].). 


cnc>sTi.diii-l.>f;y Tr-iiisk-i Aif. t’lih I. N.. 101-189. 103 SUI. 1352 (42 U S ('. §6681 el 


" While tlniiM- Olliei- I'l .Seiciii-i iiiiU l‘xvliii«>U>(:y I'oliey. kn> nii .4 llic National CTilieal Tcclinoloeio Panel 7 

(1991). 


(7inincil nri Cuiiiiwliiiveness, (iaiiimn New Gi\»inxl 'reclmotmiv l’ii.iri»ies for Anicrio's Future 6 (1991). 
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industrial community of the 21st century.”" 

* The National Academy of &igineering characterizes genetic engineering as one of the ten 
outstanding engineering achievements in the past quarter century.’^ 

The importance of the biotechnology industry to America’s competitiveness warrants making the R 
and E Credit permanent and restructuring it. 

Detailed explanations of the fixed base limitation and minimum 50% base rule appear in the 
appendixes to my te^mony. 

Conclusion 


BIO’S first priority is to make the Credit permanent, but restructuring the Credit will ensure 
that it provides an effective incentive for research by biotechnology companies as they begin to 
market pioducts, a critical time in the life cycle of a company. 

BIO’S proposals are for amendments to existing tax incentives, not enactment of new tax 
incentives. It should not be surprising that the tax axle does not recognize the special strengths and 
needs of entrepreneurs. The tax code is old and relati>^ly inflexible and it reflects the values of our 
economy as it was in the past. The problems enti^neneurs have with the tax code are similar to 
the problems they have with agency r^ulations. In both cases the terms of the law may be well 
inientioned, but they do not work well in the real world. BIO urges this Subcommittee to look at the 
lax code much as are other committees which are developing a regulatory relief program and ensure 
that the tax code does not unintentionally discriminate against entrepreneurs. 

Thank you very much. I am ready to answer any questions you might have. 

Appendixes: 

ExnUnation cf the Fixed-Base Percentage limHalion 

RwIikIiu Fined B»» Ptrcem««e L>iiiit«lioii from 16% to 8* 

Elitninatlng the 50% MiniuHim Base Rule 


" U S. CcHigresc, Onkc t>r Tcclimilogy Asscsiiiiicitl Nvw D(;vv-li>|nnvntsin Biotechnology: U.S. InvesUnent in 
Bioici'hnology-Spci.-MlRc}x»il 27 (July 19881. 


National Academy of Engineering, EnKinceringand Ihc Advanccmcnl of Human Welfare: 10 Onlalanding 
AcliicvcincnU 1964-1989 2 (19891. 
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Expianation of the Fixed-Base Percentage L i mitation 

In restructuring the R&E Credit, DIO recommends that the fixed-base percentage limitation 
be reduced from 16% to 8%. Following is a detailed explanation of the fixed-base limitation: 

The Revenue Reconciliation Act of 1989 made some basic changes to the computation of the 
credit for research activities as defined in Internal Revenue Code Section 41 for taxable years 
beginning after 1989. For such tax'*!'’? years, a 20% lax credit is available for qualified research 
expenditures paid or incurred in a trade or business before July 1, 1995.^ 

The tax credit is based upon the difference between a company's qualified research expenditures 
for the current year over a company-specific base amount. 

The fixed base percentage is a key component factor in the compulation of the credit for 
research activities. 

The credit for research activities is currently calculalc<l as the si^m of: 

1 . 20% of the increase In qualified research expenses (QRE) for the current year over a base 
amount, and 

2. 20% of the university basic research payments. 

The fixed base percentage is one of two factors used in the calculation of the base amount. 

average gross receipts 

Base amount = fixed base percentage x for the four tax years 

preceding the credit year 

The fixed base percentage of an existing company (except for start-ups) is a ratio. 

Assuming a calendar year taxpayer, the ratio would be: 

Fixed base percentage = ilie taxpayer's aeeregale ORE for 1984-1988 

aggregate gross receipts of taxpayer for same years 

The fixed base percentage (for non start-ups) cannot exceed 16%. 

Therefore, if the computed ratio is more than 16%, the fixed base percentage "limitation" is 
imposed and the base amount will be catcuiaied as 16% times the average annual gross receipts for 
the four tax years preceding the credit year. 


Reducing Fixed Base Percenta 2 € Liinifation from 16% to 8% 

BlO's recommends that the 16% maximum fixed base percentage be reduced to 8% because the 
16% maximum prevents certain R&E-intensive firms from receiving any R&E Credit. Following is 
the explanation of this recommendation. 

The R&E Credit is based on increases in the amount of sales reinvested in current year “tax 
qualified”' R&E (“R&E”) compared to the average amount of sales reinvested in R&E during the 
1984-1988 period (“fixed base amount”). For example, if a company reinvested an average of 2%^ 
of sales in tax-qualified R&E during 1984-1988, it will receive an R&E credit only if it invests 
more than 2% of its sales in current year R&E expenditures. 

An R&E-intensive company’s F.^E-to-sales ratio will ’ unsustainably high during its formative 
years as it invests in R&E in anticipation of future sales. As documented in a June 27, 1994 
Business Week article, this is particularly evident in certain industries like biotech, where it can take 
over twenty years before a company has enough products on the market for its R&E-to-sales ratio to 
begin normalizing. The article lists six biot^h companies as having “book” R&E-to-sales ratios of 
over 35% in 1993, the highest in the country. These ratios compare to the overall industrial 


I . InduurisU invt»i •ppmximali.-ly 2% of ihcir mIm ip "Ux i|ualirKd* R&E. (T*« qualirwd R&E excludes deprecielion on R&D 
liuifdingi end cquipmcnl end lAhcr expcnkcx 1> i» ippMxinwCely SOS uf Ouiwial aUdcaietil R&E.) 


’ The induMrial average on a 'lax qiialilieJ* R&E baai*. 
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average of approximately 4%. 


As these emerging companies become successful in developing new products, their R&E-to-sales 
ratios must decline and bewme closer to industry averages if they are to be profitable over the long 
term. Unless their fixed base amount is adjusted, however these R&E-intensive companies will not 
receive any R&E credit in future years since tlieir future R&E-to-sales ratios will be lower than that 
of the 1984*88 period. This is clearly an unfair result. 

To provide partial relief to early stage R&E-intensive companies, current law provides that the 
“fixed base amount’* cannot be greater than 16%. This can be illustrated by the following example: 


i9S4-l9gS (Average) 


Sales $25 

R&E Expenses per Financials $25 

Actual % of Book R&E to Sales 100% 

"Tax Ro.E” Eligible for Credit^ (A) $12.50 

% of "Tax" R&E to Sales (A/Sales) (B) 50% 

Fixed Base Amount (l..esser of B or 16%) 16% 


The 16% limit is based on tax qualified R&E. Since only approximately one-half of book R&E 
qualifies for the R&E Credit, (lie 16% limit, tlierefore, effectively requires companies to invest over 
32% of future sales in book R&E to get any credit in the future. This is an impossible base amount 
to exceed on a long-term basis, since the industry average is tmly about 4% and as shown in the 
Business Week survey, no industry averages over 1 1% on a book basis. 

It is recommended that the 16% amount be reduced to 8%. The 8% amount will still require 
these companies to invest over 16% of sales in book R&E to be eligible for a credit. Tins level of 
R&E investment would still be more than most major R&E spenders invest, but at least would be a 
more reasonable “barrier" to get the credit. Ttiis can be illustrated as follows: 



9 % Bast 

16% 

JSase 

Sales 

$I0() 


$100 

R&E Expenses per Financials 

$26 

$26 


Actual % of Book R&E to Sales 

26% 


26% 

"Tax adjusted R&E* 

$ 13 A 

$13 

A 

% of "Tax" R & E to Sales (A/Sales) 

13% B 

13% 

B 

Fixed Base Amount^ 

8% C 


16% 

Qualifying R&E (fB-C) x A) 

$5 D 

$0 

D 

R&E Credit (13%* x D) 

$0.65 E 

$0 

E 


Eliniinafiny the 50% Minim u m Base Rule 

BIO recommends that the 50% minimum base rule he eliminated. Following is a detailed 
explanation of the 50% minimum base rule: 

The "minimum base rule" is a misnomer, llic rule actually is an incremental limitation which 
deters and penalizes significant growth in research expenditures by limiting the increment of which a 
credit can be given once the increment is equal to fifty percent of current-year spending (or once the 
current year spending equals twice the baseline amount), (he effect of the provision is to bring the 
marginal incentive effect of the credit down from (lie statutory twenty percent credit rate to only 10 
percent. For example, assume a company with a base of $10 million is contemplating current-year 
research expenditures of $20-30 million. If ttie company increases its expenditures to $30 million, 
ihc credit will l>e available only on the difference liclwcen the $30 million and the artificially 
assigned minimum base of $15 million, not on tlie full increase of $20 million, thus, contrary to the 
general Congressional intent of stimulation innovation and productivity, the minimum base puts 


' Appmximalcly .S0% urhtiok ft & b <|iulirics fiir ihf enuM- 
‘ AMume* Miual R A E io-iaL*s raiH> excccilioR 16% in 1984 thmtieb I99tpcnuii. 
‘ Aii}uMcd fix Sccliiia IMC (»>% vi. 6!t %). 
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constraints on those companies that want to make the greatest research efforts. 

There is no policy justification for exacerbating the disincentive effect of the minimum base 
provisions. Many start-up and emerging growth companies would be even more adversely affected 
by the increased limitation than they are under the present-law rules. These smaller companies 
typically reinvest a significant portion of their ca^ in additional research. Taking away R&E 
Credits from these companies will make it more difficult for them to remain independent and 
compete in the global marketplace. 
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Chairman Johnson. Thank you for your testimony. We are 
pleased to have two Connecticut companies so dedicated to leader- 
ship through R&D. 

Dr. Penner of Barents Group. 

STATEMENT OF RUDOLPH G. PENNER, PHJD., MANAGING 

DIRECTOR, BARENTS GROUP, KPMG PEAT MARWICK, ON 

BEHALF OF WORKING GROUP ON RESEARCH AND 

DEVELOPMENT 

Mr. Rudolph Penner. Thank you, Madam Chair. I am pleased 
to appear before the subcommittee this morning on behalf of the 
Working Group on Research and Development to discuss the im- 
portance of m£^ing the R&E tax credit permanent before it expires 
on Jime 30 of this year. 

It is clear that the credit is now generally regarded as an effec- 
tive means of stimulating domestic R&D spending. Its effectiveness 
has been demonstrated by several recent independent economic 
studies. Nevertheless, its current temporary nature and uncertain 
future status make the credit less effective than if it were a perma- 
nent feature of the Tax Code. Ironically, because the Congress has 
extended the credit every year — albeit, sometimes retroactively — 
this short-term approach has yielded no reduction in the credit’s 
actual costs; only its benefits have been reduced. 

It is generally recognized that any tax incentive that is designed 
to encourage long-run investments will be more effective where tax- 
payers have some certainty regarding its continued availability. 
Perhaps the single most important reason why the credit has not 
been made permanent to date has nothing to ao with the effective- 
ness of the credit. Rather, the key issue is revenue. A permanent 
extension of the credit may cost roughly $8 billion over the next 5 
years according to the JCT. However, as just noted, assuming that 
Congress will otherwise continue to temporarily extend the credit 
on a short-term basis, no net revenue is actually preserved over the 
long term. Instead, the credit is simply made less efficient. That is, 
investors do not fully trust that the credit will always be available. 
As a result, this uncertainty is likely to lead investors to demand 
higher rates of return on their R&D investments than would be 
necessary with a permanent credit. Consequently, the periodic 
short-term extensions themselves impose a cost in the form of re- 
ducing the credit’s effectiveness. 

I would now like to turn very briefly to the key findings in a re- 
port we prepared last fall for the Working Group on Research and 
Development. In brief, these findings are, No. 1, that R&D is im- 
portant to the Nation’s long-run economic growth. In every theory 
of economic growth that I know, technological change is the source 
of a major portion of economic growth, and R&D furthers techno- 
lomcal change or else companies would not finance it. 

No. 2, there is a tendency for the private sector to underinvest 
in R&D. "nie rewards to R&D are difficult to protect using patents 
and other devices. Innovators are often copied. This copying in- 
creases the benefit to society but reduces the reward to the innova- 
tor. A tax credit can compensate for this failing of the marketplace. 

No. 3, R&D growth has been sluggish in recent years and is lag- 
ging behind that of some of our major international competitors. 
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That is made clear, Madam Chair, in my full testimony in figures 
1 and 3. 

No. 4, evidence collected over the past several years has shown 
the credit to be quite effective in stimulating increased R&D spend- 
ing. As has already been noted in these hearings, earlier studies 
did not show high effectiveness, but they didn’t have much data to 
work with. More recent academic studies show a very high impact. 

No. 5, our analysis indicates that the credit can be made more 
effective if permanently extended, as I have said several times. I 
think that point is fairly obvious. A credit that businessmen can 
rely on will have a much greater impact on their decision process 
than one that is uncertain. That is especially true when their in- 
vestment decisions are made for the long run and there is already 
considerable uncertainty about the payoff to R&D. There is no need 
to add further to the risk with uncertain tax law. 

Thank you very much. Madam Chairman. 

[The prepared statement follows;] 
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STATEMENT OF RUDOLPH G. PENNER, PH.D. 

MANAGING DIRECTOR, BARENTS GROUP 
KPMG PEAT MARWICK 

ON BEHALF OF WORKING GROUP ON RESEARCH AND DEVELOPMENT 


Good moming, my name is Rudolph Penner. I am a Managing Director at Barents Group 
LLC, a wholly owned subsidiary of KPMG Peat Marwick LLP. I direct the Firm’s practice in 
performing economic analysis of tax and budgetary policies. 1 am pleased to appear before the 
subcommittee this moming on behalf of the Working Group on Research and Development to 
discuss the importance of making permanent the research and experimentation tax credit before it 
expires on June 30 of this year. It ts clear that the credit is now generally regarded as an effective 
means of stimulating domestic R&D spending. Its effectiveness has been demonstrated by 
several recent independent economic studies. Nevertheless, its current temporary nature and 
uncertain future status make the credit less effective than if it were a permanent feature of the tax 
code. Ironically, because the Congress has extended the credit every year (albeit sometimes 
retroactively), this short>term ^rproach has yielded no reduction in the credit’s actual costs — 
only its benefits have been reduced. 

It is generally recognized that any tax incentive that is designed to encourage long-nm 
investments will be more effective where taxpaym have some certainty regarding is continued 
availability. Perhaps the single most impoitant reason why the credit has not been made 
permanent to date has nothing to do with the effectiveness of the credit. Rather, the key issue is 
revenue. A permanent extension of the credit may cost roughly billion over the next five 
fiscal years, according to the Joint Committee on Taxation. However, as just noted, assuming 
the Congress will otherwise continue to temporarily extend the credit on a short>term basis, no 
net revenue is actually preserved over the long term. Instead, the credit is simply made less 
efficient. That is, investors do not fully trust that the credit will always be available. As a result, 
this uncertainty is likely to lead investors to demand higher rates of return on their R&D 
investments than would be necessary with a permanent credit. Consequently, the periodic short- 
term extensions themselves impose a cost in the form of reducing the credit’s effectiveness. 

I would now like to very briefly discuss a few of the kev findings in a report we prepared 
last fall for the Working Group on Research and Development. In brief, these are: 

• R&D is important to the Nation’s long-term economic growth. 

• There is a tendency for the private sector to undcr-invest in R&D. 

• R&D growth has been sluggish in recent yeais and is lagging behind that of some of our 
major international competitors. 

• Evidence collected over the past several years has shown the credit to be quite effective in 
stimulating increased R&D spending. 

• Our analysis indicates that the credit can be made more effective if permanently extended. 


R&D is Important to Long-Ran Economic Growth: Advances in scientific and technical 
knowledge are Important factors explaining improvements in productivity and long-run 
economic growth. Innovations resulting from successful research and development (R&D) 
increase productivity, which contributes to increasing wages and standards of living. And, 


’ “Extending the R&E Tax Credit: The [mportance of Pennanence,” Policy Economics Group, KPMG Peat 
Marwick LLP, November 1994. 
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numerous economic studies over the past 20 years have documented a strong link between R&D 
activity and productivity growth. 

There is a Tendency to Under-invest in RdliD: R&D activity contains a substantial “public- 
good” element; The benefits of R&D are not fully reflected in private rates of return, which 
leads to under-investment in research. Social rates of return to R&D investments are typically 
about twice as high on average as private rates of return. Examples of the private and social rates 
of return to R&D for five research-intensive industries are given in Table 1. Documented cases 
of a particular industry or irmovation for which the social rate of return to R&D was less than the 
private rate of return are quite rare. The difference between the two rates of return represents the 
benefits to innovation that the irmovator is unable to capture — typically referred to as a spillover 
effect; companies can often piggyback on the R&D successes of others by copying their 
products and production processes. The resulting competition drives down prices, which pushes 
the private rates of return below the social rates of return. Similarly, cost-reducing innovations 
in one company or industry can lead to cost reductions in other companies or industries. The 
existence of such spillover implies that there is a tendency to under-invest in industrial R&D. 
This classic public-good problem is the fundamental justification for government intervention in 
the R&D market: a tax credit for R&D lowers the cost of private R&D investment, and helps to 
bring such investment up toward the socially desirable level. 

The computer and semiconductor industries abound with examples of spillovers. The 
development by one manufacturer of a faster and more powerful microprocessor quickly leads to 
imitation by other manufacturers. Similarly, the development by one wordprocessor software 
company of a handy new feature — such as graphics capabilities or little buttons that automate 
complicated tasks — quickly leads to imitation by competitors. A similar process occurs in the 
pharmaceutical industry. This imitation cuts down the time period over which the original 
innovators can earn a return to their inventions. There are other broader kinds of spillovers, as 
well. The availability of increasingly inexpensive, powerful and user-friendly computers has had 
a broad impact on most industries — both high- and low-tech. There are a host of other more 
mundane innovations that have had a broad impact on society in excess of the remms to their 
inventors: hybridized fr^iits and vegetables that reduce demands on the water supply and reduce 
the need for pesticides; new kinds of thread that reduce the cost of textile manufacturing; new 
metal alloys that make cars and bicycles lighter and faster; and so on. 


Table I: Estimated Rates of Return to R&D Investments 


Industry 

Private Rate 
of Return 

Social Rate 
of Return 

Chemicals 

13.3% 

29.1% 

Non-electrical machinery 


45.0% 

Electrical products 

22.4% 

30.2% 

Transportation equipment 

11.9% 

16.3% 

Scientific instruments 

16.1% 

128.9% 


Source: Jeffrey !. Bemstetn and M. Ishaq Nadiri. ‘interindustry R&O 
Spillovers, Rates of Return, and Production in High-Tech Industries.” American 
Economic Re\ iew Papers and Proceedings, May 1988. 


U.S. R&D Growth is Sluggish and is Lagging Our Competitors: The U.S. has not been 
faring well against its main competitors in tenns of R&D effort. By virtue of its sheer size, the 
U.S. still dominates its major competitors in terms of total dollars spent on R&D. However, 
recent national and international trends in R&D spending show cause for concern about our 
continued competitiveness in research and development. First, the growth in real U.S. non- 
defense R&D spending has stagnated in recent years, as shown in Figure 1. The total and non- 
defense R&D spending growth rates are summari^d in Table 2. This R&D slowdown is not due 
solely to the drop in federal R&D spending: real industry-funded R&D has shown slower growth 
in recent years. This is illustrated in Figure 2, which shows total U.S. R&D spending as a 
percentage of GDP, broken down by source of funds. Second, the U.S. is falling increasingly 
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behind both J^>an and Gennany in tenns of non-defense R&D intensity (R&D as a percentage of 
GDP). This trend Is shown in Figure 3. In 1991, the most recent international data that we ^ve, 
the U.S. spent 1.9 percent of its GDP on non-defense R&D, compared to 2.7 percent for 
Germany and 3.0 percent for J^Mn. The U.S. is gradually falling further behind: U.S. R&D 
intensity has remained flat since 1986, v^e that of Japan and Germany has continued to rise. 
The U.S. remains even with France (1.9 percent) and ahead of the UK (1.7), Italy (1.3), and 
Canada (1.4). 


Table 2: Growth Rates of U,S. R&D and GDP, 1970-1991 



197O-19S0 

1981-1990 

1981-1985 

1986-1990 

Total R&D Growth Rate 

1.6% 

3.9% 

6.5% 

1.4% 

Non-Defense R&D Growth Rate 

2.5% 

3.5% 

4.9% 

2.1% 

GDP Growth Rate 

2.5% 

2.6% 

2.5% 

2.6% 


Source; National Science Fomndaion 


Figure 1: U.8. Conatant-Dollar NoM>ef»nM RhD Spendlno, 1870-1991 



Sowce; NstiODil Scnce FoundMioo 
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The importance of R&D to economic growth is illustrated in Figure 4: Across countries, 
faster growth in national R&D spending is generally associated with faster growth in GDP. 
While this diagram by itself does not demonstrate causation, several economic studies have 
concluded that measures of technological innovation (such as aggregate R&D spending) are 
important factors explaining the differences in economic growth among countries. Certainly, 
there are many other factors that determine an economy’s growth rate, but R&D spending growth 
seems to be an important part of the mix. 
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Figure 4: Total RAD Spondlng Orowth Vareua GDP Growth. 1970*1991 



Avareg* RmI RAO SpmAtg Orowtti Rat* (%) 
Source: Nadooil Science Foundation 


The R&E Tax Credit Haa Been Quite Effective: The R&E tax credit has been shown to be 
effective in compensating for the tendency to under-invest in research. Several recent studies 
have documented the credit’s effectiveness. On average, it increases R&D investment by 
approximately $1 for each $1 of credit in the short run, and by as much as $2 over the longer nm. 
This evidence stands in sharp contrast to the information available in 1989, when the R&E credit 
underwent its last ouytv review. As summarized in the GAO’s 1989 report on the credit, early 
studies from the first few years of the RAE credit indicated that one dollar of foregone tax 
revenues only stimulated bet w e en IS and 36 cents of addilirmal research spending. These early 
studies were lafiier limited in that they only had available a short time-span of data to examine. 
They were further limited in that foey did not take complete account of the interactions of the 
credit with other provisions of die corporate tax code. The most recent studies cover the first ten 
years of the credit’s history and are more credible on a technical level. 'Thiey indicate that the 
additional reseacdi spending stimulated by the credit equals or exceeds its revenue cost. 

The R&E Credit Should Be Made Permanent: Making the RAE credit permanent is justified. 
Permanence is necessary to realize the full potential efiectiveness of the R&E credit Its 
effectiveness will be further enhanced if the continual uncertainty regarding its future is 
removed. It is in^wrtaiit to realize that R&D funding decisions involve consideration of the 
long-term costs and benefits of multi-year research jnojects. Research plans have long horizons 
and long gestation periods. They are also generally risky investments — all the more so because 
of their long-term nature. The lack of permanence of the credit adds to the riskiness, because 
businessmen become more uncertain regarding the afler-tax cost of R&E expenditures. 
Furthermore, firms appear to foce longer lags in adjusting their R&D plans compared, for 
example, to adjusting their investments in physical capital. In the pharmaceutical and 
biotechnology industries, the duration of the research process itself is compounded by the 
lengthy process of clinical trials and FDA ^jproval. For highly competitive industries such as 
computer software, electrooics and semiconductors, the effects of long gestation on the R&D 
decision process may be con^iouiided by relatively short pay-back periods: new products can 
quickly become obsolete, or must be continually improved through an on-going research 
program. In addition, there is some evidence in studies of the credit’s effectiveness indicating 
lags of several years in the adjustment of companies to R&D tax incentives. This lag ^jpears 
mainly to be due to the long-term nature of R&D plans. 

If investors in long-term research projects cannot count on the availability of the credit 
over the lifetime of those investments, they will discount the future benefits that might be 
realized from tile R&E credit and their investment levels will undoubtedly be lower than 
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Otherwise. In fact, we have worked with some large, research-intensive companies who base 
their R&E investment decision on enacted law only. That is, they do not take the R&E credit 
into account in their investment decisions for years after the date at which the credit is scheduled 
to expire. Since such budgeting decisions are often made one- to two-years in advance, they 
have already reduced their plani^ R&E spending for 199S and 1996 based on the enacted 
expiration of the credit as of June 30, 1995. They are engaging in less R&E spending than would 
be the case if future credits were assured. The more uncertain companies are about the long-term 
future of the credit, the smaller is its potential to stimulate increased research now and in the 
future. Pennanence will remove that uncertainty and make the R&E credit more effective. 
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Chairman Johnson. Thank you. Dr. Penner. 

Mr. McPherson. 

STATEMENT OF DOUGLAS McPHERSON, DIRECTOR OF TAXES, 

LOCKHEED MARTIN CORP., BETHESDA, MD., ON BEHALF OF 

AEROSPACE INDUSTRIES ASSOCIATION OF AMERICA, INC. 

Mr. McPherson. Thank you, Madam Chair. My name is Doug 
McPherson. I am director of Taxes for Lockheed Martin Corp., 
which is a Maryland-based multinational, primarily engaged in the 
space, electronics, aeronautical, and information ana technology 
services business, with sales to the Department of Defense compris- 
ing approximately 60 percent of its business. But I am here today 
representing the Aerospace Industries Association of America, Inc., 
which in 1994 the industry provided approximately 836,000 U.S. 
jobs, and certainly R&D is the lifeblood for its continued success. 
Rather than read the testimony, I would merely like to place it in 
the record and make a few comments if I could. 

Chairman Johnson. That is fine. Thank you. 

Mr. McPherson. First of all, the current credit does not work for 
most companies in our industry. Second, making it permanent 
without other changes will not help most of the companies pri- 
marily doing business in the defense arena. 

As you may know, the defense budget has been reduced in the 
last 10 years by 35 percent. More importantly, the procurement 
section of the defense budget has been reduced by more than 70 
percent, and that is where the R&D comes from; and as I under- 
stand it, it may be further cut. Consequently, the current incre- 
mental credit denies or works against the industry as it downsizes, 
mergers occur, and we reengineer ourselves to conduct R&D in a 
more cost-effective manner. 

We think the country needs to maintain its technological superi- 
ority, as was so clearly shown in the gulf war. If so, and R&D is 
an important part of that, the system needs to be changed to en- 
courage more R&D, and one way is through the tax system. 

As I indicated in my statement, the merger of Lockheed and 
Martin Marietta, which is now a $23 billion in sales company, was 
for the purpose of becoming more cost efficient and thus able to 
spend R&D moneys and other things in a more efficient manner. 
If you assume a similar amount is spent on R&D by the combined 
companies as what they spent when they were separate, more R&D 
will be performed, but the combined company will still not benefit 
from the credit. So because the incremental credit works against 
us, or does not help us in any event, we would recommend that 
taxpayers be permitted to elect a change from the current 20- 
percent incremental approach to a 5-percent credit on all qualified 
R&D expenditures; and that election could be made once every 5 
years, and once it is made, it is binding for all future years. 
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In response to some of your previous questions, we certainly 
think a flat rate credit is the way to go. It benefits us. We also be- 
lieve it is much simpler to administer. It is easier for the IRS to 
audit. If it is permanent and a flat rate, it is much easier for our 
people to predict what benefit it may have in the future so that you 
can plan, because you don’t plan your research and development 
for only 2 months in advance; it goes out quite a ways. 

So we need to have some certainty in that area. If we get that, 
then it permits companies to perform properly. 

So I just want to thank you for the opportunity to appear before 
you today and welcome your support for this initiative. 

[The prepared statement and attachment follow:] 
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STATEMENT OF DOUGLAS MCPHERSON 
ON BEHALF OF AEROSPACE INDUSTRIES ASSOCIATION OF AMERICA, INC. 


May 10, 1995 


Introduction 


My name is Douglas McPherson. I am Director of Taxes for Lockheed Martin 
Cofporation, a Maryland-based multinational piimarily engaged in the space, electronics, 
aeronautical, and inform^ion and technology services businesses with sales to die Department 
of Defense comprising approximately sixty (60%) percent of its business. I am here today 
representing the Aerospace industries Association of America, Inc. (AIA). 

AIA is the non-profit trade association representing the nation's manufacturers of 
commercial, military and business aircraft, helicopter, aircraft engines, missiles, spacecraft and 
related components and equipment. With a membership of more than fifty of the nation’s 
largest manufacturers, AIA represents every significant employer in this industry. 

The forces of international competition and the end of the Cold War continue to 
converge on the U.S. aerospace industry. Its members have been and continue to downsize - 
in 1994 U.S. aerospace sales fell 9 percent, investment in new plant and equipment fell 8.4 
percent, employment fell 7.8 percent and industry's trade surplus fell 5.5 percent. In spite of 
tills decline in business fortunes, the aerospace industry stiU remains an important segment 
of the U-S. economy. In 1994 it provided 836,000 U.S. jobs and $38.5 billion of exports from 
the U.S. Research and development (R&D) is the lifeblood for continued success of llie U.S. 
aerospace industry. R&D is what I would like to talk about today. 

The R&D Tax Credit and Its Implementation 

A U.S. tax credit is currently provided under Section 41 of the Litemal Revenue Code 
for increasing RdcD expenditures on an incremental basis. Taxpayers only obtain the credit 
to the extent their cunent year's ratio of RdcD expenditure to sales exceeds that same ratio 
for the base period 1984-1988. When calculating the current year’s ratio of R&D expenditures 
to sales, the sales figure that must be used is the average annual gross receipts for the prior 
four years. 

Most aerospace companies are denied the R&D credit because of tlie base period 
limitation. This limitation works against the industry in several ways. 

1. As the industry downsizes, R&D as a percentage of sales is static or 
declining. 

2. As the industry mergers occur, multiple R&D programs are being 
combined and economies of scale are reducing totsU dollars expended. 

3. As the industry "re-engineers" itself to become more efficient and 
competitive, it is also learning to conduct K&D in a more cost effective 
manner. 

4. As sales decline, t)ie statutory formula for confuting the ratio of cuirent 
year R&D expenditures to sales is punitive. 

The first three points clearly describe my own company, Lockheed Martin Coiporation. 
The principal purpose of merging Lockheed and Martin Marietta was to create economics of 
scale and make ^ combined businesses more efficient and cost-effective. The whole idea 
in being more efficient is to be ^le to undertake more R&D. Unfortunately, the tax credit 
only helps if tlie combined company is less cost-efficient. 
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With respect to the f<iurth point, attached is a chart showing what happens to a 
business that grows for four years, and then suffers the nine percent annual decline in sales 
tliat the aerospace industry is facing. The business maintains its research at a constant 
percentage of annual sales. Because of the operation of the base period fomiula, this business 
would be entitled to an R&D credit while its overall business is growing, but would not get 
a credit if it suffers business declines. 

Need for Change 

Right when business needs to keep hs R&D going, our tax policy offers no 
encouragement to maintains its level of R&D spending constant as a percentage of sales, let 
alone increase spending. 

In addition to not stimulating investment in the aero.space industry, incremental credits 
( 1 ) impede the orderly transition of employment hmn defense to conunercial activities; (2) do 
not improve the competitiveness of the industry in world markets; and (3) discourage 
companies from continuing defense R&D without q)eciric govenuneiit funding. 

Accordingly, the credit should provide an incentive to aerospace and otlier fums that 
conduct important research but cannot maintain the level of expenditures necessary to obtain 
benefits under the current incremental credit. Providing an incentive would help such finns 
and discourage them from moving their R&D activity offshore in search of the credits that at 
least sixteen other countries provide. 

In calling for a change in the R&D credit, we recognize that there are a few companies 
for whom the present incremental credits works exactly as intended. These companies 
(including a few AIA members) have growing sales, and growing levels of R&D expenditures. 
Therefore, we are suggesting that these cofx^}anies not be penalized by any changes to tlie 
existing credit. 

Proposal 

To accomplish the goals in this paper, AIA presses that taxpayers should be pennitted 
to elect to change from the current twenty percent incremental approach to a five percent 
credit on all qualified R&D expenditures «kc every five years (1995, 2000, 2005, etc.). The 
election, once made, would be binding for all future years. 

Thank you for the opportunity to appeal before you today. We appreciate the 
Committee’s support for our industry and w<^d welcome your support for tliis initiative. 
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Chairman Johnson. Thank you very much, Mr. McPherson. 

Mr. Rau. 

STATEMENT OF CHARLES W. RAU, VICE PRESIDENT AND TAX 
COUNSEL, MCI COMMUNICATIONS CORP. 

Mr. Rau. Thank you. Madam Chairman. With your permission, 
I would like to present only portions of my prepared statement and 
ask that the entire text be included in the record. 

My name is Charles Rau. I am vice president and tax counsel for 
MCI Communications Corp., headquartered here in Washington, 
D.C. We have annual revenues in excess of $13 billion; we provide 
a wide array of consumer and business long distance services, local 
services, data and video communications, on-line information, elec- 
tronic mail, and communications software. On behalf of both MCI 
and myself, I thank you. Madam Chairman, and the other mem- 
bers of the subcommittee for permitting me to appear before you 
today in support of H.R. 803. 

Additionally, I express both the company’s and my thanks to 
both you. Madam Chairman, and Mr. Matsui, for your leadership 
role in this very important issue. 

When President Ronald Reagan signed the original R&E tax 
credit legislation in 1981, an avowed purpose was to stimulate a 
higher rate of capital formation. Recently, the House of Representa- 
tives passed major capital formation legislation, providing for the 
NCRS depreciation system, reduction in capital gains taxation, and 
creating the American dream saving accounts. 

H.R. 803 addresses another critical area of capital formation, 
specifically the development of knowledge capital. The importance 
of knowledge capital was recently viewed by the Bureau of Eco- 
nomic Analysis of the Department of Commerce when it decided 
there was a need to measure the investment in our national stock 
of knowledge capital. The Bureau recognized that R&D expendi- 
tures are a form of investment which adds to knowledge and the 
development of new and improved processes and products. These, 
in turn, lead to increases in pjroductivity and CTOwth, resulting in 
more and better jobs and a higher standard of living for our citi- 
zens. 

At MCI, since the enactment of the R&E credit in 1981, our em- 
ployment has increased from 1,900 persons to 41,000. We created 
almost 5,000 new jobs in 1994 alone. Our investment in R&D has 
CTOwn from a negligible amount in 1981 to $333 million last year. 
Our R&D staff has grown from none in 1981 to some 3,500 full- 
time people last year. While we paid a dividend representing ap- 
proximately 4 percent of our earnings in 1994, in the same year 39 
percent of our earnings were reinvested in research and develop- 
ment activities. 

In the last 6 years, MCI has moved from the 17th largest inter- 
national communications company in traffic volume to, now, num- 
ber three. This dramatic gain is in large part attributable to MCI’s 
cutting edge software development. 

Eight years ago, for example, the National Science Foundation 
was able to transmit information at the rate of two pages per sec- 
ond. MCI has now agreed to provide transport to the National 
Science Foundation at the rate of two small public libraries per sec- 
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ond. Today, we handle 40 percent of the Internet traffic being gen- 
erated by some 30 million users. A user group which, by the way, 
is increasing at the rate of 160,000 per month. We will soon enable 
the Nationm Center for Atmospheric Research to provide instanta- 
neous weather information to air controllers throughout the United 
States. These are but a few examples of the benefits from research 
and development in the Information Age. 

Should the R&E credit be permitted to expire, our additional in- 
come tax burden would necessarily have a negative impact on our 
R&D budget. While I wish I were appearing before this subcommit- 
tee under circumstances which would permit me to urge you to 
make the R&D more generous, such as by eliminating the 50- 
percent minimum base rule alluded to by a prior panelist, I will not 
make that suggestion, given the very difficult choices which I ap- 
preciate you mce in light of our current Federal budget situation. 

May I conclude by indicating that I believe H.R. 803 passes the 
test suggested by the Speaker of the House in supporting the 
transformation of America from an industrial society into an Infor- 
mation Age society. It is consistent with the President’s and Vice 
President’s campaign document. Putting People First, where they 
call for a permanent extension of the R&E credit to stimulate pri- 
vate investment in civilian R&D. It is a concept also endorsed in 
the President’s economic report this year and has been supported 
by distinguished members of this subcommittee, its chairman, and 
the chairman of the full House Committee on Ways and Means. 

It is also consistent, I believe, with the House Republican Con- 
tract With America which states, in part, “We need to make a con- 
scious national decision that we want to have the highest value- 
added jobs on the planet with the greatest productivity.” 'Things 
have to be reexamined from the standpoint of what will make us 
the most competitive society on the planet, the best trained, and 
the most entrepreneurial workforce. We respectfully submit that 
continuation of the existing R&E credit serves our mutual goal of 
building a highly competitive America. 

[The prepared statement follows;] 
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STATEMENT OF CHARLES W. RAU 
VICE PRESIDENT AND TAX COUNSEL 
MCI COMMUNICATIONS CORP. 


My name is Charles W. Ran. I am Vice President and Tax Counsel 
of MCI Communications Corporation, headquartered in Washington, D.C. 
With annual revenue in excess of $13 billion, MCI provides a wide array 
of consumer and business long-distance services, local services, data and 
video communications, on-line information, electronic mail, network 
management services, and communications software. 

On behalf of both myself and MCI Communications Corporation, I 
thank you Madame Chairman and the other members of the Subcommittee 
for permitting me to appear before you today in support of H.R, 803. 
Additionally, may I express our thanks to both you. Madam Chairman, and 
you, Mr. Matsui, for your leadership on this very important issue. 


When President Ronald Reagan signed the original R&E tax credit 
legislation in 1981, an avowed purpose was to "stimulate a higher rate of 
capital formation." Recently, the House of Representatives passed major 
capital formation legislation providing for an NCRS depreciation system, a 
reduction in the tax on capital gains, and the creation of American Dream 
Savings Accounts. H.R. 803 addresses another critical area of capital 
formation - specifically the development of "knowledge capital.” 

The importance of "knowledge capital" recently resulted in the 
Bureau of Economic Analysis of the U.S. Department of Commerce 
deciding there was a need to measure this investment in our national stock 
of "knowledge capital." The Bureau recognized R&D expenditures as a 
form of investment which adds to knowledge and to the development of 
new and improved processes and products. These, in turn, lead to 
increases in productivity and growth ~ resulting in more and better jobs 
and a higher standard of living for our citizens. 


S Pll .l.-OVF.R BENEFrr.S 

An interesting phenomenon attributable to R&D expenditures is that 
alluded to in both a study prepared by the Policy Economics Group of 
KPMG Peat Marwick and this year’s Economic Report of the President. 
They speak of the substantial "spill-over benefits" of technological 
innovation. These are the benefits captured by others, without 
compensation to the firm making the investment. The Peat Marwick study 
found that these "social returns” of R&D investments are, on average, 
twice as high as the return obtained by the investor. The President’s 
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Economic Report refers to estimated social returns of around 60 percent - 
as compared to an average estimated return to the investor of 20 to 30 
percent. The President’s Report concludes that because the social return 
exceeds the investor’s return, a private market left to its own devices 
would invest too little. Therefore, the Report suggests government has an 
important complementary role to play by sponsoring research itself, in 
subsidizing private sector research, or in doing both. I believe that 
continuing the existing R&E tax credit, has the advantage of not requiring 
the government to pick specific winners or losers in providing an R&D 
incentive. Rather, the tax credit serves as an impartial incentive to reward 
those who incrementally increase their expenditures on R&D projects. 

In a National Bureau of Economic Research paper, Frank 
Lichtenberg of the Columbia Business School concluded that the rate of 
return on government funded R&D is less than the return on private 
investment -- and in some cases may even be negative. 

The Peat Marwick study indicates that one dollar of R&E credit 
stimulates approximately one dollar of additional private R&D spending 
over the short run and as much as two dollars of additional R&D spending 
over a longer period. The President’s Economic Report found that 
industry funded R&D investment has been noticeably greater relative to 
GDP during the I980's and early 1990’s than during the prior two decades. 
Since 1980, the Report concludes, the private sector has sponsored more 
R&D than has the federal government. Interestingly, this is the period 
during which the R&E tax credit was available. 


INTERNATIONAL COMPARISONS 

The Peat Marwick study concludes that, unfortunately, since 1986 
the growth in non-defense R&D spending has slowed both in real dollar 
terms and as a percentage of GDP ("R&D intensity"). In terms of non- 
defense R&D intensity, this means that both Japan and Germany have 
increased their lead over the United States. The Economic Report of the 
President concluded that as a percentage of GDP, U.S. spending for 
civilian R&D for 1992, the most recent year for which comparative date 
was available, stood at 2.1 percent -- compared to 2.4 percent in Germany 
and 2.8 percent in Japan. 

Japan provides a 20 percent tax credit for qualified R&D 
expenditures in excess of a base amount. Additionally, there is a 7 percent 
flat credit for qualifying depreciable properly used in the research and 
development of basic technology. (It is interesting to note that a recent 
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newspaper article indicated that the government of Japan has projected a 
$585 billion multimedia market in Japan by the year 2000 — up sharply 
from the $158 billion market of 1994, The article indicates this will result 
in the creation of 2 million new jobs.) 

Germany provides investment grants and special depreciation 
allowances for equipment acquired for R&D purposes, in addition to the 
current deductibility of R&D expenses. Since 1984, Canada has provided 
a flat rate credit equal to 20 percent of qualified expenditures, with higher 
rates for smaller companies and for research in certain disadvantaged 
geographic areas. 


MCI 

Since the enactment of the R&E credit in 1981 , MCI has grown its 
employment from 1 ,900 people to 41 ,000 people -- creating almost 5,000 
new jobs in 1994, alone. Our investment in R&D has grown from a 
negligible amount in 1981 to $333 million in 1994. Our R&D staff has 
grown from none in 1981 to approximately 3,500 full time R&D 
professionals presently. And while we paid a dividend representing 
approximately 4 percent of our earnings in 1994 — in that same year 
approximately 39 percent of our earnings was reinvested in research and 
development activities. 

In the last six years, MCI has moved from the 17th largest 
international communications company in traffic volume to the 3rd. This 
dramatic gain is in large part attributable to MCI’s cutting-edge software 
development. Eight years ago the National Science Foundation was able to 
transmit information at the rate of two pages per second. MCI has now 
agreed to provide transport to the National Science Foundation at the rate 
of two small public libraries per second. Today, MCI handles 40 percent 
of the Internet traffic being generated by its 30 million users and will soon 
enable the National Center for Atmospheric Research to provide 
instantaneous weather information to air controllers throughout the United 
States. These are but a few examples of the benefits derived from research 
and development expenditures in the Information Age. 

Should the R&E tax credit be permitted to expire, MCI's additional 
income tax burden will necessarily have a negative impact on our R&D 
budget. 
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While I wish I were appearing before the Subcommittee under 
circumstances which would permit me to urge you to make the R&E credit 
more advantageous -- such as by eliminating the 50 percent minimum base 
rule — I will not make the suggestion given the very difficult choices which 
I appreciate you face in the light of our current federal budget situation. 


CONCLUSIO N 

May I conclude by indicating that I believe H.R. 803 passes the test, 
suggested by the Speaker, of supporting the transformation of America 
from an industrial society into an Information Age society. It is also 
consistent with the President and Vice President's 1992 campaign 
document, Putting People Firsts wherein they call for the enactment of a 
permanent extension of the R&E tax credit to stimulate private investment 
in civilian R&D. This concept is endorsed in this year’s Economic Report 
of the President and has been supported by distinguished members of this 
Subcommittee, its Chairman, and the Chairman of the House Committee 
on Ways and Means. It is also consistent with the House Republicans’ 
Contract with America which states, in part: 

”...we need to make a conscious national decision that we want to 
have the highest value added jobs on the planet with the greatest 
productivity. ..things have to be reexamined from the standpoint of 
what will make us the most competitive society on the planet... the 
best trained and most entrepreneurial work force....'' 

1 respectfully submit that continuation of the existing R&E tax credit 
serves our mutual goal of building a highly competitive America. 
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Chairman JOHNSON. Thank you very much, Mr. Rau. 

Mr. Capps. 

STATEMENT OF R. RANDALL CAPPS, FEDERAL TAX DIRECTOR 

AND ASSISTANT TREASURER, ELECTRONIC DATA SYSTEMS 

CORP., PLANO, TEX., ON BEHALF OF INFORMATION TECH- 
NOLOGY ASSOCIATION OF AMERICA 

Mr. Capps. Good morning. Madam Chairwoman and members of 
the subcommittee. My name is Randy Capps. I am Federal tax di- 
rector and assistant treasurer for the EDS, Electronic Data Sys- 
tems Corp. I am here on behalf of my company and the Information 
Technology Association of America. I appreciate this opportunity to 
testify on the importance of a permanent research and experimen- 
tation tax credit. 

EDS is one of the Nation’s largest information technology serv- 
ices companies. EDS has operations in more than 40 countries and 
employs more than 80,000 people. With more than 6,000 direct and 
affiliated member companies, ITAA is the principal trade associa- 
tion of this Nation’s computer software and services industry. It 
has been estimated that by the year 2000 the information tech- 
nology industry will account for 14 percent of the world’s GDP. 

Congress created the credit to encourage the business community 
to conduct more research and enhance the competitive position of 
the United States. Despite its temporary nature, the credit has ex- 
ceeded expectations. Last year, for example, every information 
technology services contract worldwide with a value of over $100 
million was won by a U.S. firm. The R&E credit encourages busi- 
ness to invest in high-risk research by reducing the cost to the 
point where business can afford to invest scarce human and finan- 
cial resources. 

Ours is a research-intense economy. Total 1991 research spend- 
ing in the United States was $102 billion, $78 billion of which was 
spent by the private sector. Among the most research intensive are 
information technology companies. Generally speaking, these com- 
panies spend between 4 and 5 percent of their gross receipts on 
qualifying R&E. Smaller entrepreneurial firms spend an even high- 
er percentage. 

These information technology companies have created thousands 
of high-paying, high-skilled jws in this country and have helped 
U.S. companies and other industries modernize and compete more 
efficiently. These companies have created a host of new products 
and services, ranging from home banking to movies on demand to 
major new health care systems. 

Allow me to describe the value of the credit to EDS. Since the 
credit was enacted in 1981, the number of EDS employees has 
CTOwn from 11,000 to more than 80,000. The R&E tax credit has 
facilitated that growth. Our U.S. investment in research and devel- 
opment has grown from $15 million in 1981 to approximately $250 
million in 1993. Most of our investment goes toward employee sala- 
ries. 

Today, EDS is reinvesting roughly 42 percent of its domestic 
earnings in research and development, and the company’s domestic 
R&D spending increased 45 percent from 1991 to 1993. With the 
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help of a permanent credit, R&D spending at EDS will continue to 
increase at a rapid pace. 

The Information Age is a global phenomenon. Many of EDS’s 
competitors are headquartered in countries with attractive tax in- 
centives for research. Canada provides a flat rate credit equal to 
20 percent of qualified research expenditures, with even higher 
rates for smaller companies. In France, a 50-percent incremental 
credit is available. Japan, Germany, and the United Kingdom like- 
wise provide tax incentives for research. These provide our inter- 
national competitors an advantage over U.S. companies, who must 
contend with the temporary nature of the U.S. credit. 

The R&E credit has been extended six times and allowed to ex- 
pire twice. Nonetheless, the credit has been successful in stimulat- 
ing research. Permanent extension would make it more so. 

In information technology, development cycles often far exceed 
the useful commercial life of a product; predictability is essential. 
At EDS, we educate our business units on the importance of invest- 
ing in research and using the credit to reduce costs. One of the 
bases used to evaluate our managers is the economic value they 
have generated measured on an after-tax basis. 

The credit is not as highly valued, however, as it would be if it 
were made permanent. When the investment tax credit was avail- 
able, it was always considered in our formal modeling process in 
the decision as to whether to buy a piece of equipment. Because of 
its uncertain future, the R&E credit doesn’t carry similar weight in 
determining whether to undertake risky, nigh-cost research 
projects which may take up to 200 people and 10 years to complete. 

The credit provides a significant incentive for research and ex- 
perimentation and is important to my industry and the economic 
growth of the United States. It will provide an even greater incen- 
tive if made permanent. 

I appreciate the opportunity to appear before you, and I look for- 
ward to your questions. 

[The prepared statement follows:] 
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STATEMENT OF 0. RANDALL CAPPS 
ELECTRONIC DATA SYSTEMS CORP., PLANO, TEX. 

ON BEHALF OF INFORMATION TECHNOLOGY ASSOCIATION OF AMERICA 

Good morning. Madam Chairwoman and members of the Subcommittee. My 
name is Randy Capps. I am Federal Tax Director and Assistant Treasurer for Electronic 
Data Systems Corporation (EDS). I am here today on behalf of my company and on 
behalf of our industry association, the Information Technology Association of America 
(ITAA). 

I appreciate this opportunity to testify before you on the importance of the 
research and experimentation lax credit and the need to make it permanent. 

EDS is one of the nation's largest information technology services companies, 
and a leader in applying information technology to meet the needs of businesses and 
governments worldwide. EDS has operations in more than 40 countries and employs 
more than 80.000 people. 

ITAA is the principal trade association of this nation's computer software and 
services industry. Its more than 6,000 direct and affiliated member companies provide 
the computer software, programming, inform^on processing, and systems integration 
services that make computer hardware and communications systems productive. It has 
been estimated that by the year 2000 the information technology industry, including 
consulting and telecommunications services, will account for 14 percent of the world's 
GDP. 

I will focus my comments on the importance of the R&E Credit to my company, 
to the information technology industry, and the ability of U.S. companies to compete 
effectively in a global economy, f will also emphasize the critical need to make the 
Credit permanent. 

L The R&E Credit Is Important to the U,S. Economy Generally and to the U>S. 

Information Technology Industry In Particular 

A. The R&E Credit Effectively Promotes the National Interest 

Congress created the Credit for Increasing Research Activity to encourage the 
business community to conduct more research and enhance the competitive position of 
the United States in the world marketplace. Despite its temporary nature, including two 
lapses, the R&E Credit has exceeded expectations in meeting that objective, particularly 
in the information technology industry. Last year, for example, every information 
technology services contract -- worldwide -- with a value of over $100 million was won 
by a U.S. firm. Not only that but only U.S. companies were finalists for those contracts. 

Technological change and scientific advances are important factors contributing 
to long-term improvements in our productivity and economic growth. These, in turn, 
result in increased wages and improved living standards for ail Americans. 

As reported by Dr. Rudolph G. Penner for KPMG Peat Marwick.' technological 
innovation is a "public good.” yielding "spill-over" benefits to society, not all of which 

' Penner. Rudolph G.. Smith. Linden C, and Skanderson. David M.. Extending the R&E Tax Credit: The 
Importance of Permanence . Policy Economics Group. KPMG Peal Marwick. {November. 1994). 
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can be recouped by individual innovators. Indeed, according to Dr. Penner, the societal 
return from innovation is twice that which accrues to the individual innovator. 

Although companies, particularly information technology companies, will always 
engage in research and experimentation, there are always more worthwhile projects than 
funds. Thus, promising but risky ventures must often be dropped. The R&E Credit helps 
overcome the understandable reluctance of business to invest in high-risk research and 
experimentation by reducing the cost to the point where businesses can afford to invest 
scarce human and financial resources. 

Without the Credit, businesses have inadequate incentives to invest in the kinds of 
research and experimentation that yield the most social benefit. Quantifying the benefits 
of the Credit. Dr. Penner reports that “at the margin one dollar of R&E credit stimulates 
approximately one dollar of additional private R&D spending over the short run. and as 
much as two dollars of extra R&D over the longer-run.” 

B. U.S. Information Technology Leadership Is Due m L arge Part to the Advances Made 
Pjassiblc by the R&E Credit 

Ours is a research-intense economy. Total 1991 research spending in the U.S. 
was $102.3 billion. $78.2 billion of which was spent by the private sector.^ Among the 
most research-intensive arc information technology companies, particularly computer and 
semiconductor manufacturers and companies providing software, systems design, and 
computer programming services. Generally speaking, these companies spend between 5.2 
percent (computers and semiconductors) and 4.3 percent (software, systems design, and 
computer programming) of their gross receipts on qualifying research and 
experimentation. Individual companies, particularly smaller, entrepreneurial firms, spend 
an even higher percentage. 

These same information technology companies have created thousands of high- 
paying, high-skill jobs in this country and have helped U.S. companies in other industries 
modernize, increase productivity, and compete more efficiently both here and overseas. 
These information technology companies have also created a host of new products and 
services, ranging from home banking, to movies-on-demand. to major new health care 
systems delivering life-saving diagnostics and treatment. 

None of this would have been possible without tremendous investments of time 
and money in research and experimentation. What is true for the information technology 
industry is true for other industries, such as the chemical, pharmaceutical, and automotive 
Industries. 

Without the R&E Tax Credit. U.S. information technology companies will find it 
much more difficult to invest large amounts of capital in long-range, high-risk programs 
to create innovative information technology products. Computer programs, for instance. 

■ ii ai p. 1.*'. 
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typically have very short commercial life cycles before they are overtaken by 
technological development. 

II. The R&E Credit Is Critical to EDS and Other Information Technology 
Companies 

Allow me briefly to put into perspective the importance of the R&E Credit by 
describing its value to my company, EDS. 

The amount of data with which businesses, governments, and individuals must 
deal is doubling every five years; soon, it will be every four years. EDS’ strategy for 
dealing with this data deluge begins with consulting, whereby we help customers identify 
their strategic objectives and chart a course to achieve them. The next step is business 
process re-engineering which aligns people and processes with those objectives. EDS 
then designs, develops, integrates, and manages information systems to meet customer 
goals. 

Since the Credit was enacted in 1981, the number of EDS employees has grown 
from 1 1 ,000 to more than 80,000. The R&E Tax Credit has facilitated that growth. 

Our U.S. domestic investment in research and development^ has grown from $1 5 
million in 1981 to approximately $250 million in 1993, with most of that investment 
going toward employee salaries. 

Today, EDS is re-investing roughly 42 percent of its domestic earnings in 
research and development, and the company's domestic R&D spending increased 45 
percent from 1991 to 1993. We anticipate that with the help of a permanent Credit. 
R&D spending at EDS will continue to increase at a rapid rate for the foreseeable future. 

The effect of the Credit on other tnfmmation technology companies is much the 
same. Testifying before the Senate Finance Subcommittee on Taxation and Internal 
Revenue Service Oversight Clift Simpson, Vice President. Tax. Export and Audit, for 
Novell indicated that his company ~ a leading developer of operating systems, 
application software, and network services — has grown from 14 employees in 1983 to 
more than 7,900. Approximately 35 percent of Novell’s employees are directly involved 
in R&D. 

111. Other Nations Have Recognized Ibe Importance of Research and 
Experioientatioii Incentives 

Information technology knows no geograf^ic boundaries. The Information Age 
is a global phenomenon, and many of EDS' direct competitors are headquartered in 
countries that extend attractive lax incentives for research and experimentation. 

With a definition of ’’research and experimentation " that is generally the same as 
ours. Canada provides a flat-rate credit equal to 20 percent of qualified research 

^ Note that for federal tax purposes, the term ’research and development " is broader than ' research and 
experimentation" 
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expenditures, with even higher rates for smaller companies. In addition, tax credits may 
offset up to 75 percent of total corporate tax liability, and certain capital expenses for 
scientific research are deductible. 

In France, another country in which EDS faces stiff competition, a 50 percent 
incremental credit is available. Similarly. Japan provides a 20 percent tax credit for 
qualified expenditures exceeding the base amount, up to 10 percent of current tax 
liability Germany and the United Kingdom likewise provide tax incentives for research 
and experimentation. 

Designed to invigorate their indigenous technology industries and to attract 
foreign research initiatives, these lax incentives lower the cost of research and 
experimentation in these countries. They also provide our international competitors an 
advantage over IJ.S. technology companies who must contend with the uncertain, 
temporary nature of the U.S. R&E Credit. 

IV. To Achieve Maximum Effectiveness, the R&E Credit Mu.st Be Made Permanent 

Since the R&E Credit was enacted in 1981. it has been extended six times and 
been allowed to expire twice, with retroactive re-cnacimcnt. Despite its uncertain and 
lemporarv' character, the R&E Tax Credit has been extraordinarily successful in 
stimulating research and experimentation. Permanent extension, however, would make it 
more so. generating even higher returns to the nation. 

In \ inually all areas of technology, but especially in information technology, 
development cycles often far exceed the useful commercial life of a product. Hence, 
predictability is essential. Otherwise, expensive, high-risk project.s of po.ssibly major 
societal imponance may not be undertaken. Because of the uncertainty of its long-term 
asailability. corporate dcci.sion-mukors are liesiiam to consider the Credit's benefits when 
evaluating these risky research projects. 

At EDS. vve educate our biisincs.s units on the importance of investing in research 
and the opportunities of using the Credit to reduce costs. One of the bases u.sed to 
evaluate the contributions of our nuinagcrs is to examine (he economic value they have 
generated for the company, measured on an after-tax basis. The R&E Credit is thus 
allocated to the group that generated it. and the managers arc recognized within the 
compaiu for the improved performance represented by the Credit. 

Tlie R&h Credit is not as highly valued, however, as it would be were it made 
permanent. When the Investment Tax Credit was available, it was always considered in 
our formal modeling process to determine whether to buy a particular piece of equipment. 
Hecau.se ol' il.s uncertain future, the R&E ( redil docs not cany similar weight within tlie 
companv in deieimming whether lo undertake risky, high-cost research projects which 
can take up to 200 people and 10 years to complete. 
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Conclusion 

The R&E Credit is important to my company, my industry, and the economic 
growth of the United States. Despite its uncertain availability, the Credit provides a 
significant incentive for research and experimentation today, and it will provide an even 
greater incentive if made permanent. 

I appreciate this opportunity to appear before you. and I look forw'ard to your 
questions. Thank you for your consideration. 
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Chairman Johnson. I thank the panel for your excellent testi- 
mony. 

Dr. Rudolph Penner, in your testimony, you provide some 
charts — and a number of you mentioned this — that compare U.S. 
R&D spending growth versus R&D spending growth in other coun- 
tries; and as I read your chart and your testimony, Mr. Penner, 
only the United Kingdom invests less in R&D. France, Italy, Can- 
ada, Germany, Japan all invest considerably more. Am I reading 
that correctly? 

Mr. Rudolph Penner. That is correct, yes. 

Chairman Johnson. Could you elaborate a little bit on how the 
other countries favor R&D spending and how that compares with 
our tax credit, and could the panelists look at this question from 
the point of view of both big companies and small companies? 

Mr. Rudolph Penner. I think almost all of the countries on the 
chart have some sort of tax advantage for R&D investment. As has 
already been mentioned, the Japanese have a fairly generous cred- 
it. I think they have an incremental credit of, I think, 20 percent 
on certain kinds of expenditures. Their qualified research expendi- 
tures are defined more broadly than ours, in that a lot of the cap- 
ital investment associated with R&E also gets some tax advantage. 

The Canadians have a fairly generous approach to the problem. 
The British do, as well. I think every country recognizes that the 
free market, left to its own devices, would not produce enough 
spending on R&E investment and therefore subsidize it one way or 
another. 

Chairman Johnson. Thank you. Does anyone else want to com- 
ment on foreign versus American subsidies? 

Mr. Conway. Yes, Madam Chairman, I would just like to reem- 
phasize that I think part of the issue — there are really two ques- 
tions. In looking at the flat credit, as I testified, I think it does pro- 
vide an incentive to do more research because the more dollars you 
spend, the greater credit you will get. There is no fixed determina- 
tion year by year that a company will increase its absolute amount; 
but very importantly, when looking at global competition, there is 
a second question we now have to answer, and that is where the 
research will be done. From the standpoint of a tax director, doing 
a tax analysis in terms of looking at the tax efficiency of R&D dol- 
lars, if we look at a jurisdiction like Canada or Japan, with a flat 
rate credit, it is clear that in our case, for example, the research 
dollars spent there would be more efficient from a tax standpoint. 

So we think it is time for the United States to look at these other 
systems — ^not that we have to follow them, but just to be competi- 
tive, and it makes sense now to look at this from the standpoint 
of restructuring our own credit to take that into account. 

Chairman JOHNSON. That is exactly the point of my question, 
Mr. Conway. What is it about their tax law that would make your 
research dollar more efficient in other countries? 

Mr. Conway. Well, I think the simple answer is that if we spend 
a dollar here — and as I indicated, from 1989 to 1994, we spent over 
$4 billion in qualified research expenditures 

Chairman Johnson. OK. Is the issue incremental versus flat, be- 
cause if we change ours to flat does that make us competitive with 
them? 
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Mr. Conway. If we change ours to flat and we assume we have 
a choice that we can do the research in either place, we can be 
more tax efficient, we can reduce our Canadian taxes or our taxes 
in Japan by getting a flat rate credit; and that will increase our 
profits and make the return on research — allow us to invest more 
in research. So because we have a tax liability in these countries 
and we do business there, having a flat rate credit makes it more 
attractive. 

I think also these other countries have simpler tax systems that 
can be understood. I think that is something that is unique to the 
U.S. system; it is very complicated and complex. I think that is also 
probably a factor in why they have nonincremental credits. 

They also have, in some cases, dual systems. They have both. 

Chairman JOHNSON. So whait you are saying is that in your opin- 
ion, if we went to a flat tax, even if it were low, we would be more 
competitive than we are now with other countries? 

Mr. Conway. Yes, I don’t think there is any question about that. 

Chairman JOHNSON. OK, other comments? 

Mr. Rau. 

Mr. Rau. I just wanted to say that at MCI, all of our research 
and development has been done, to date, in the United States 
under the current incremental credit. 

Chairman Johnson. Mr. Capps. 

Mr. Capps. Yes, at EDS, we are very aware of the different in- 
centives for research around the world. One concern we would have 
is that if we didn’t have extension of the research credit here, we 
would be at a competitive disadvantage vis-a-vis our competition. 

There are foreign companies that we are in dog fights with glob- 
ally, that are headquartered in these countries, that have attrac- 
tive tax benefits for research. If they are getting benefits and we 
are not, it is going to give them a better cost structure from the 
bottom line than we will have. 

I would like to briefly address the issue you raised earlier of the 
current incremental credit versus a flat credit. The current provi- 
sion, as Dr. Penner indicated, seems to be working well from a 
macroeconomic standpoint. We find that it is working very well for 
the information technology industry. We do recognize that there 
are some pockets of legitimate concern, though, and you have al- 
ready heard some of those this morning. 

We would recommend, as Mr. McPherson suggested, that to the 
extent we try to address those concerns, we come up with elective 
alternatives that would take care of some of those problems, and 
we don’t tinker with the core incremental nature of the credit, 
which we have already seen is working and working well. 

We would be concerned if we went to a flat credit across the 
board and didn’t have it elective. Our concern would be that you 
would probably have to make it so low that it wouldn’t have the 
incentive feature that we are seeing now with the current incre- 
mental rate. I don’t know just what that percentage would be. 

Chairman Johnson. Mr. Capps, have you calculated that out in 
regard to your company? What would be the benefits of, say, a 5- 
percent flat credit? What would be your savings in terms of admin- 
istration? Over time, what would be the benefits for you? I would 
appreciate it if you would do that. 
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One of the things that has concerned this subcommittee, at least 
rhetorically, for a number of years has been the complexity of the 
code; and while we have made many contributions to increase that 
complexity — ^including in the last bill that we passed — nonetheless, 
we are concerned about it. I appreciate Mr. Conway’s point that 
other countries have simpler systems and that makes tnem more 
understandable, more predictable, and more manageable, and that, 
in and of itself, has a certain economic effect. 

I would like to see if there are going to be real losers by going 
to a flat tax. We need to know that. If it is just anxiety about 
change, we need to decide whether it is worth it, but it is veiy hard 
for me to see how we restructure base years, how we restructure 
the rather complex nature of our current incremental system in a 
way that would either make it available to small companies or 
make it functional for many of our big companies. For example, 
just cutting national defense spending destroys their eligibility 
under this because it knocks out all defense research. 

We are holding these hearings at exactly the right time because 
the old law is really not strong enough or thoughtful enough to 
meet the future. We have to think either how to change the current 
formula or how to just simply go to a flat, incremental tax credit. 
I think those of you who worry about that need to calculate it out. 
Those of you who have expressed anxiety about it on preceding 
panels, or will in later panels, need to decide whether this is just 
an anxiety attack about Congress and change, which would be per- 
fectly logical — I would have anxiety attacks if I were you, if I knew 
that we might actually make a change that would affect you. 

But I do think we have to look at the long term; and certainly 
our R&D investment doesn’t compare favorably and our law doesn’t 
compare favorably, and so I really urge you to look at those things 
from a veiy self-centered point oi view in your industry and let us 
know. 

[The following was subsequently received:] 
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EDS 


May 25, 1995 


The Honorable Nancy L. Johnson 
U. S House of Representatives 
Room 343 

Cannon House Office Building 
Washington, D C. 20515 

Madam Chairwoman: 

I would like to respond, for the record, to two questions you asked during my 
testimony before the Subcommittee on Oversight, of the Committee on Ways and Means, 
on May 10, 1995, You inquired as to (i) what effect a flat Research and Experimentation 
(R&E) Tax Credit would have on EDS and (ii) what our administrative savings would be 
if a change were made from an incremental to a flat credit. 

EDS’ R&E Credit has been averaging around 10 percent, if converted to a flat 
rate. This would mean a change in law from the current incremental credit to a flat credit 
of 5 percent would reduce our incentive by one half In fact, anything less than a 10 
percent flat credit would result in a lower incentive than we experience under current law. 

The administrative savings for EDS of a change from an incremental to a flat credit 
would be minimal. We spend more than 2,000 hours each year identifying and 
documenting projects that qualify for the R&E Credit and making the required 
calculations The information necessary for the incremental calculation is generally readily 
available, and the calculation takes a negligible amount of time. There is a requirement, 
however, that taxpayers who have acquired or disposed of businesses adjust their base 
period for those acquisitions and dispositions to keep it consistent with the current period. 
Since EDS has acquired a significant number of businesses, it spends about 40 hours per 
year making these base period adjustments. Thus, I would estimate that our 
administrative burden would drop by less than 2 percent (40/2,000+) if we migrated to a 
flat based credit. For most companies, who are not making acquisitions and dispositions, I 
would expect the administrative savings to be even less. 

I hope the above information helps you and the rest of the Subcommittee in your 
analysis. I would again like to commend you for your leadership on this issue, which is so 
important to EDS, the information technology industry, and the country. If you have 
additional questions or I can be of further assistance, please feel free to phone me at (214) 
605-1238 I am enclosing a copy of this letter with the corrected transcript of my 
testimony that I am returning to the Subcommittee. 

Sincerely yours, 

C2. ^ .p-i- 


RRCch 


R Randall Capps 
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Chairman Johnson. Mr. Matsui. 

Mr. Matsui. Thank you, Madam Chair. I am starting to think 
that a critical issue in this debate — and I think this issue has been 
kind of pending over the years, but we have never been able to 
really deal with it because of the revenue issue — ^is the issue of 
whether you just give a flat credit or you rive an incremental cred- 
it. I noticed fon Kaley, who has been working on this for 14 years 
now, sitting here and probably wondering how he is going to keep 
the coalition together. 

I do see this, though, as a dollar-and-cents issue. You have ma- 
ture companies who rightfully say that they have not had the ad- 
vantage of an incremental credit — and rightfully so. Their dollars 
spent annually are still the same as any other company, and it has 
the same positive impact on a long-term/short-term GDP, the fu- 
ture of our country. 

At the same time, I think, originally we decided to go with an 
incremental approach not only because of revenue issues and the 
fear that this would be seen as a giveaway at that time in 1981, 
but also because we wanted to encourage additional R&D invest- 
ments by, basically, emerging companies. We have that now. 

We have biotech companies, obviously communication companies; 
I want to ask Mr. Rau what his position is because MCI is obvi- 
ously expanding rapidly. So we have this problem. 

The problem, of course, with Mr. McPherson’s approach — and I 
am not criticizing you or your approach — is you give a choice that 
you have a revenue problem because everybody will want to keep 
what they have, and then obviously you have to then provide the 
3 percent, or whatever credit you give, for those that — ^for example, 
United Technologies; and somehow we have to deal with that. 

You don’t want to do it in a way that you reduce the amount so 
it is valueless to everybody because it is so minimal. We have to 
come to g[rips with it. Perhaps we want to expand the credit, spend 
a little bit more money on it, but I don’t know if our budget will 
allow us to really do that. 

But, Mr. Rau, could you give me your thoughts on this? MCI ob- 
viously, for 15 years now, has been a growth company, you are high 
technology. What would be most beneficial to you in terms of your 
situation at this time? 

Mr. Rau. In our current situation under the incremental credit, 
we are very pleased with the incremental credit, the way it works, 
because of our rapid ^owth in R&D spending. 'To the extent addi- 
tional funds are available and the Confess would want to use 
them to expand the credit in some elective manner, certainly we 
would have no objection to it. There are, of course, a variety of 
theories on how you might do that. 

You might change the base versus a flat rate credit, and so forth, 
but because of our situation, I think probably somewhat similar to 
EDS and other information-type companies, the growth is so rapid 
and we put so much money into R&D and we are not a downsizing 
industiy, we are satisfied where we are. 

Mr. Matsui. Dr. Penner, you represent generally the coalition. 
What are your thoughts on this between the two? 

Mr. Rudolph Penner. As you implied, Mr. Matsui, the coalition 
has not taken a position on the issue. 
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My personal view is that there is a difficult tradeoff here. If you 
do a flat tax, my understanding is that, to be revenue neutral, you 
would have to have a rate as low as about 3 percent, and very obvi- 
ously that does not provide a very big incentive. 

On the other hand, the way the current incremental credit 
works, it is very erratic. It is worth 13 cents on the dollar for some 
firms, 6.5 cents for others, nothing for many others. 

I have a feeling — my own judgment is that the current approach 
stimulates more dollars of R&E expenditure per dollar of revenue 
loss. However, they are not necessarily the most efficient dollars 
because of the erratic nature of the credit. I think that you would 
probably get less R&E with a flat rate, but it would be somewhat 
more efficient; and judging the tradeoff between those, I think, is 
very difficult. 

Mr. Matsui. I appreciate that. I think that is probably a good 
analysis of it, because there are a lot of emerging companies that 
are probably going to fail, and so they are investing. Is that kind 
of your sense of it, they are investing R&E that may not have any 
value in the long term, or how do you distinguish between good 
R&E and not so good R&E? 

Mr. Rudolph Penner. Well, ultimately, you would like to meas- 
ure the rate of return to it from the point of view of society as a 
whole, which is its impact on economic growth; and I am just mak- 
ing a judgment here that when you have a very erratic subsidy 
that provides very different kinds of subsidies to individual compa- 
nies, depending on their circumstances, it is not a level 
playingfield, and therefore you don’t get the most efficient package 
of R&E that you could otherwise. 

Mr. Matsui. Could I ask Mr. McPherson — ^you are Lockheed; is 
that right? 

Mr. McPherson. Yes. 

Mr. Matsui. Lockheed Martin. 

What is your sense of this? You are a mature company. You obvi- 
ously also have extensive R&E, given your international needs and 
the need to keep modernization going. What are your thoughts? 

Mr. McPherson. Well, as I indicated before, obviously, we 
haven’t received any benefit out of the credit — ^most of us in the in- 
dustry — probably since 1989; so, to say what is going to happen if 
we do get a flat rate credit, it can’t do anything but help. 

I don’t have any macro, studies or anything on what the effect 
would be, but from a tax standpoint, we haven’t played any role in 
R&D for so long that it is hard to envision. All I can say is, if we 
do have a flat rate credit where we get some benefit out of it, obvi- 
ously we will play a role; and that will certainly, I would think, 
play an important part in how much more R&D is expended. 

Mr. Matsui. In other words, you think it would create an incen- 
tive effect? 

Mr. McPherson. I think it would help, yes. 

Mr. Matsui. Dr. Penner, I don’t want to quote you because you 
are part of this coalition, but I know GAO would probably feel it 
is maybe not as great. This is something that I think all of us will 
have to really grapple with. I really appreciate the fact that you 
are all very open and candid about this, because obviously we want 
to work together. We want to make sure we keep the R&E; we 
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don’t want to let this thing just deteriorate into a huge fight be- 
tween industries because the long-term impact is too important to 
us. 

I look forward to working with you, and certainly the Chair here, 
on this issue. 

Thank you. 

Chairman Johnson. In fact, my colleague, Mr. Matsui, has gone 
right to the heart of the matter that we think is very important. 
Erratic tax policy that affects one company one way and another 
company another way, in the same industry or in different indus- 
tries, is not healthy, and fundamentally this does not grow a strong 
economy. 

On the other hand, I appreciate that a 3-percent flat credit for 
some of you who are way out there and are in sectors where, if you 
are not way out there, you are not going to be there at all, does 
matter; and Dr. Penner, since you are really closer to a variety of 
these companies and are aware of these tensions, I would urge you 
to begin helping us look at what are the various options in a flat 
credit? Is there some way of recognizing certain industries in which 
a much higher investment of R&D is, in a sense, equivalent to a 
much lower investment in other segments, that the need is so 
much greater? 

I don’t know if there is any way of varying the flat credit so you 
have really a progressive flat credit or a variable flat credit, but it 
would be a lot easier, it would be a lot simpler, it would be far 
more equitable. I think we can’t not recognize the difference in an 
R&D demand from one segment to another. 

On the other hand, I am more concerned than I was in the begin- 
ning of this hearing, because frankly I didn’t realize quite how er- 
ratic the impact of this was. I did know that some of our big com- 
panies didn’t benefit at all, and the little companies were having 
trouble. But I think we owe it to ourselves to look at both simplic- 
ity and equity, because in the long run if we make this permanent, 
we are talking about tax policy for the next decade, two decades, 
and we ought to think about economic growth across the spectrum. 
So I do urge you to really give that some thought and get back to 
us with your best shots. 

Mr. Rudolph Penner. We would be very pleased to. Madam 
Chair. 

I do think it has to be said that whatever the faults of the cur- 
rent approach, it is much better than the moving base that we used 
to have, which had some really perverse incentives in it. So there 
has been some improvement. 

I think any incremental approach has some complexity and inef- 
ficiency involved. 

Chairman Johnson. We are finding the same thing with retro- 
activity, too, and refundability. 

Let me recognize Mr. Portman from Ohio. 

Mr. Portman. I thank the Chairwoman. 

I wasn’t able to be here for all your testimony. I was here earlier 
at the hearing and have just a continuation of the same line of 
questioning. 

We are in this bind — Dr. Penner knows it well — on the budget; 
we need to figure out a way to make the Federal dollar stretch fur- 
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ther. It seems to me that in many of these incentives we have in 
our system, we need to be sure that the activity wouldn’t take place 
otherwise. 

In particular with regard to R&E, it is very important for us to 
figure out a way to be sure that the research and development 
wouldn’t otherwise occur. That is why I like the incremental idea, 
because it seems conceptually consistent with that, that it would 
encourage companies to undertake additional R&E because of the 
Federal incentive; but I am hearing now both from reading some 
of your testimony and hearing from Mr. Rau and others that — and 
from Mr. McPherson, of course — that a flat approach might be pref- 
erable. 

I guess my question for all of you, and maybe Dr. Penner, since 
you have already addressed this more generally, is if we do stay 
with an incremental-type approach, is there something that you 
would recommend in addition to what has already been suggested 
for the base period to make it more sensible? 

I would agree with the Chairwoman that any time you get into 
the incremental approach there will be some complexity, but do you 
have any specific suggestions as to how the base period could be 
restructured? Perhaps you could start. Dr. Penner, but others 
chime in. 

Mr. Rudolph Penner. I don’t, sir. I think that any change that 
you contemplate is going to hurt some companies and help others 
in the base period. That is just in the nature of how it works. 

Mr. PORTMAN. But from your earlier responses, it seems to me 
that you do acknowledge that having a flat credit might not be con- 
sistent — and I don’t mean to put words in your mouth — might not 
be consistent with the approach of encouraging R&E where it is not 
otherwise going to take place? What do you see as a middle ground 
between the existing system, that seems to be unfair to certain in- 
dustries or businesses, and a flat rate? 

Mr. Rudolph Penner. As a budget person, I always think of 
these in a revenue-neutral kind of way, which makes it very dif- 
ficult, but 

Mr. PORTMAN. Which we appreciate these days. In fact if you can 
think of it in terms of not just budget neutral, but a budget sav- 
ings, why that would be more appreciated. 

Mr. Rudolph Penner. The budget neutrality requirement limits 
you, but I do think you gain more flexibility obviously with some 
sort of elective approaches and giving the companies somewhat 
more choice. That is a middle ground. 

Mr. PoRTMAN. More flexibility. Mr. Rau. 

Mr. Rau. Just to clarify my earlier statement, it is that we do 
support an incremental credit. It has worked well for our company, 
and therefore all of our R&D today is done in the United States. 

Mr. PoRTMAN. I appreciate that. Mr. McPherson, any thoughts? 

Mr. McPherson. Well, I really haven’t given any thought to al- 
ternatives because even if you had a sliding base scale, as our in- 
dustry goes down, we still wouldn’t be able to benefit from it, so 
it almost makes 

Mr. PoRTMAN. Your industry would be unlikely to be able to take 
advantage of the credit with anything other than a flat rate? 

Mr. McPherson. Essentially. 
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Mr. PoRTMAN. Any other thoughts? 

Mr. Capps. 

Mr. Capps. Again, the information technology industry is grow- 
ing rapidly, and the current incremental credit has worked well for 
us. We think that from an economic standpoint, it is working, it is 
a good incentive, and from a macro standpoint. So we would sug- 
gest that we don’t tinker with the core incremental features that 
we have now, but maybe provide for some elective alternatives to 
address some of the legitimate concerns that we have heard this 
morning. 

Mr. PoRTMAN. Thank you very much. 

Mr. Conway. 

Mr. Conway. Mr. Portman, I would just like to add, in terms of 
the base period, we have looked at that as an alternative, and from 
our standpoint, we think that for a lot of companies that is not an 
appropriate remedy here. The reason for that is, as long as we have 
a base period, you still have uncertainty. If sales increase dramati- 
cally because your R&D is successful, and you apply that base pe- 
riod percentage to those sales, you can lose the credit; and in terms 
of — we recognize also the importance of providing an incentive to 
do additional R&D. We recognize that that is an important policy. 

I just point out that a flat rate credit can be — it could be progres- 
sive, and it certainly will provide incentive to do more in 1 year. 
I think those are two points that ought to be taken into account. 
Even a flat rate credit has incremental features or can have incre- 
mental features. 

Mr. Portman. To provide incentive for additional research and 
therefore additional credit. Thank you very much. 

Thank you, gentlemen. 

Chairman Johnson. Mr. Hancock. 

Mr. Hancock. One of the things you need to try and do to handle 
all the problems, is try to figure out what Internal Revenue is 
going to do from year to year. I think everybody is curious about 
that. 

I would like to see a 5-year moratorium on a lot of these rules 
and regulations, but I think on the question of renewal and extend- 
ing the present R&D tax credit, I think the basic question is, is 
that going to happen? The other question is, should it be incremen- 
tal or should it be a flat rate? 

It would appear to me — it may have been said in early testimony, 
but it would appear to me, from an industry standpoint, that the 
most important thing would be to get a permanent extension. 

Mr. Rudolph Penner. I think there is no doubt about that. That 
is the first priority. 

Mr. Hancock. It can work whether it is incremental or whether 
it is flat, but the permanent extension is the first priority. Let me 
ask this question then. 

Would the industry consider or would they prefer even a lesser 
rate to get a permanent extension than the current formulas that 
are set up? In other words, would it be worth a little bit of a trade- 
off to get a permanent extension so you could make long-term 
plans, even though the credit actually amounted to less money? I 
am not talking — 20 percent less, you know. 
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Mr. McPherson. Speaking on behalf of myself, and possibly on 
behalf of AIA, we recognize the problems that you people have and 
we would like to be flexible and work with you in that regard. Per- 
manency is essential. Whether the rate is exactly as we ask for is 
another thing. I think that we should be flexible and work with you 
on that. 

Mr. Hancock. I think you understand, and I support the idea of 
a permanent extension because I am a businessman. It drives me 
up the wall trying to figure out what is going to happen up here. 
I think the more we can get out of having to come back to Congress 
every year to decide whether something that you are planning on 
for the next 5 years is covered by the credit, and you don’t know 
whether you can plan on it or not — ^it would appear to me that that 
would be a real detriment to even study certain programs. So I 
would like to hear from you all, at least some suggestions possibly 
for the subcommittee. 

We might be able to make a more accurate recommendation that 
we go for a permanent extension on the basis that industry is will- 
ing to look at it, maybe the figures we are working with now would 
be less, in return for a permanent extension. I would appreciate 
any information you might be able to furnish us on that. 

Mr. Harry Penner. I would comment that I think that there is 
an overall policy aspect to this credit and that is to incent high 
technology spending. Certainly that is the constituency I represent. 

It is sort of a tradeoff we are talking about. Permanency in re- 
turn for reduced credit may not necessarily get you where you want 
to be in terms of creating the proper incentives to maintain U.S. 
competitiveness in high technology, high investment industries. I 
think you have to consider that. 

Mr. Hancock. I understand, but let me look at it this way. Is 
there a possibility, though, that there would be more overall invest- 
ment in research and development from the competitive stand- 
point? Are there companies or businesses that are saying, well, be- 
cause we don’t know whether we are going to get it next year and 
the next year, then we are not going to do it at all? To me, that 
would be the key. 

If I was a chief executive officer of a company, I would say, wait 
1 minute, we are talking about spending $10 million in research 
and development partially because we are going to get a tax credit, 
but we can’t afford to continue the program unless the Congress re- 
news it. That is a awkward position to put any board of directors 
in. 

Mr. Harry Penner. I can’t deny that, but on the other hand I 
wonder if a one-size-fits-all policy is the correct one. 

Mr. Rudolph Penner, I woulu comment that it is right. 

First of all, the uncertainty reduces the amount of R&E that you 
get from this credit. Logically, of course, there is some lower credit 
with permanency that would get you the same amount. However, 
I do think that the recent evidence is extremely persuasive that 
this is one of the most effective tax expenditures in the system in 
terms of bang for the buck. 

So while I can’t comment on specific other — I haven’t done the 
kind of study of other kinds of tax expenditures that we have done 
of the R&E credit, I would suggest that when it comes to the mat- 
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ter of financing permanence, it would be a good idea to look down 
the whole list to see if there is something less effective that could 
be limited in order to finance permanence for this. 

Mr. Hancock. Thank you. 

Thank you, Madam Chairman. 

Chairman Johnson. Mr. Johnson. 

Mr. Johnson. Thank you. Madam Chairman. I think we have 
pretty well discussed this, and I don’t want to prolong it. I would 
like to note that MCI and EDS are here at my suggestion, and 
those two companies, and I am sure the others would too, are ready 
to support us in any effort to devise a better tax system. Mr. 
Capps, in particular, is in our district in Plano, and in addition to 
being with EDS, was with Texas Instruments and also spent 5 
years with the IRS, so I think he knows what he is talking about. 

Thank you for being here. 

Chairman Johnson. Mr. Matsui. 

Mr. Matsui. Thank you. 

Mr. Penner, I didn’t ask you your opinion on this difference be- 
tween the incremental approach versus the flat credit approach be- 
cause you represent the biotech industries. Could you tell me what 
your thoughts are on this and 

Mr. Harry Penner. It is an analysis that we personally haven’t 
conducted at our company, but there is much more appeal to the 
incremental approach for our industry. We believe there are some 
improvements that can be made in the incremental credit, and we 
have suggested those and put them in the record regarding the 
fixed base percentage and the 50-percent base rate, and so forth. 
Overall, the incremental approach is one we like. 

[The following was subsequently received;] 
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ny u M BiM i w Hau. emif m m Mxvmarmn 


II laciTry »Mow 

- TIM naaurah • Bjcptrlaantatlon Tax Cradlt (IBC |41) wu 
oarafully craftad in tha aarly isaoa ta oraata an incantive 
for Maerloan bualnaaaaa to Incraaaa tha laval at thalr 
axpandituraa diraoted to raaaareb and axpariaantatlon (MB) . 

- In ordar to captura tha laval of yaar-to-yaar inoraaaax in 
ME and baaa tha tax cradit on thoM Incraaaes, an incraaantal 
approach vaa deai^nad. 

- An inoxaaantal cradit ancoiiragaa naa RtS, and it raaiUta in 
ME that would not othorwiae ba ooaduetad. Tbarafota, the 
ourrent cradit rewaida thoaa conpanlea that incraaaa tha 
amount of aalac ravanua xaimraatM in Ml. In eontraat, 
routina, recurring me that would ba conducted anyway, ia not 
rawardad. 

'■ By excluding routine, recurring ME Invaataanta, on incra-' 
nantal credit can ba act at a high enough rata to otanga 
corporate behavior, thua generating new MB, while atlll being 
flacally raaponaibla. 


ai WTAT CBwnTT awn .rMaanaaow wwT.aaww 

- A ahlft frca an Incantiva-based, incraaantal cradit to a 
unlvarMlly-avallable, flat cradit would make tha me craolt 
GUBoaptibla to the charge that it la, in affect, a corporate 
welfare prograa, jaapardlalng Ita aurvivability in tha future. 

- The main arguaent for a flat cradit la that if hlgh-rlak, 
raaaaroh-lntanalva Induatrlaa, sttoh aa blotaeh, alaotronlee 
and other cuttlng>edga tachnologiaa , ara ellgibla for a tax 
cradit, than avaryona ahonld ba alidlbla. Tha proponanta' 
preferred aolutlon, a flat tax cradit baaed on total RtE, 
claarly rawarda aoaa ME that would ba parforaad in any avant. 
Sarviea induatrlaa that routinely invent, email amounts in AfE 
would recaiva tha cradit even though it would not incraaental- 
ly incraaaa the amount of raaaareb thay perform. 


3> JUT emaniT ra arwryaw an mna-pWPMy.m rre 

- In 1966, Congrasa fundament ally raf oread the tax code; 
included in that rafom waa tha elimination of tha Invaatmant 
Tax Cradit (ITC), which vws a flat cradit baawd almply on 
Invaatmant e:qMndlturo8. 
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- Ttinagbaut Its blstOEy, tbs ITC ws sadi-sallgnsd as nothing 
SOTS tbaa a bsadoot to tausliissB — a tan cxsdlt for declsiona 
busl unsa aa itaxa going to aaka anyway. 

- ondar tbs intanss scratlny of tba last raConu, tbs ITC did 
not aarvln. 

- laportastly, thou^, tba Inoantlva-basad Rts oradlt did 
siinriva bseanss it sss stmctairad to rswarf inoi-ss^n-^.l 


- Biiainara agcses that tbs KtB cisdlt abould bs sado paraa- 
nsnt, so that Inrsatm iit dsclslona aach yaar will ba baaad on 
stability in tba tax cads. 

• If tha KU eradlt la aada paxsansst, tba ounant inorsaantal 
czodlt tsiuld saka the dlffaionos batsaan undartaklng high- 
risk, long-tem casearcb projacta to fiml curas for dissaaas 
libs braaat eaacec or not. Higb-qrontb, RkE-lntanalva 
asarglag Indostrlas, snob as blotscb ud alsctroDlcs, dapsnd 
OB tha MB ecadlt to aaoe u rsga tbasa typaa of invaatsanta 
inataail of safer projects. 

- X eholasala ebanga of tba XU oradit say divert Congraas' 
attention fzon finally naklBg thin i^^rtant oradlt paraanant. 


- rUBdanantally cbangiiig tbe oradit to a flat oradlt in axcaaa 
of 9 parcaot would cost fron batmen $S.5 to $12 billion over 
five yean aaCB tbaa tha currant oradlt. Tham dollara wonld 
be battar spent on antaading tba oradit pemanantly and 
poasibly flaa-tnnlng tba credit where needed. 

- dinoe a flat oradit would need to be eat at a ralatlvaly low 
rate (S% etc leaa) be cin ae of budget coastraints, tba effaetics 
Inoantiva would be leas then 2* oa a book basis , This is 
hardly auoiagb to sake a dlfterance. 

- Dafacta in tbe ealoulatioa of tha currant credit aay 
arguably oroate ■wlnnan and loaars* but can ba corracted 
(BiSu an adjuatnant to tba baas period or an alaotlfwi (q>tion 
into a pacgcwasive BU oradlt at a sat percentage abova tha 
national corparate MB svemga) without changing tba Inisantlva 
nature of the ME credit. 
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6 ) JOINT TAX COMMITTEE RATIONALE 

■IncraMiital or*dtta dMign»l to targat tax Inoon- 
tlvas wbera tliay hav« tM nost atfaet on taxpayer 
behavior. Xncraaental exedlta attaapt to not revaxtl 
pro j eats which would have bean undartaJcan In any event 
and to tacf^ Incsantivea to aarglnal proiecte. 


■Incraaaatal credita have the potential to be far nora 
affective par dollar of revenue cost than flat eradita in 
inducing taxpayers to increase qualified axpendituroe . 


•The Incentive affects of ino r e e a n tal credite per dollar 
of revenue lose can be eany tines larger than thoaa with 
a flat tax credit." 


1 / Excerpts froa •Deaorlption end analysis of Certain Tax 
?raviaicKia Expiring in 1991 arxi 1995," Joint Conlttse on Taxation, 
Jsc-B-95, Nay 8, 1999, at pp. 38 and 39. 
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Mr. Matsui. Thank you. Thank you all. 

Chairman Johnson. I thank the panel very much. I am very 
pleased to have MCI and EDS here and appreciate your expertise; 
and Mr. Penner from the biotech industry, too. It is important that 
we move with good solid knowledge behind us. 

I would like for you to look at your companies and see, given the 
administrative savings that you will make from a simpler ap- 
proach, what would it take for the flat tax to be as beneficial for 
you as an incremental tax. 

There are several ways to look at the issue of incentive. One 
could exclude the first 25 percent of research spending so that from 
then on, if you spent 10 percent additional dollars, two would go 
into that 25-percent base, or 250, and the rest would go into the 
portion that would be exposed to the flat credit. 

So there are permutations that aren’t quite as simple as the flat 
tax but have some equity and some administrative advantages. I 
would ask you to look at that. 

I do think with the amount of activity in the small and medium- 
sized business sector and the role that they are increasingly play- 
ing in developing new products and doing some of the basic re- 
search that is going to drive future developments, it is important 
to try to think through, how can we make this more accessible to 
them? 

To my knowledge, this isn’t accessible to them. They don’t have 
the resources to manage an incremental benefit. 

Thank you very much for your testimony, and we invite your 
input in the weeks ahead. 

[The following was subsequently received:] 
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The Honorable Robert Matsui 

Ranking Member, Subcommittee on Oversight 

House Ways and Means Committee 

2311 Rayburn Building 

Washington, D.C. 20515 

Re: Incremental vs. Flat Rate R and E Credit 


Dear Congresswoman Johnson and Congressman Matsui: 

BIO very much appreciates your leadership on the R and E and Orphan Drug Tax 
Credits. Our entrepreneurs could not have more effective champions in the 
Congress. 

I am writing to follow-up on issues which were raised during the testimony of 
Harry Penner, CEO of Neurogen, at the R and E Credit hearing. Harry was 
asked for his views on the comparative effectiveness of an incremental vs. a flat 
rate R and E Credit. Harry stated his preference for an incremental credit, but 
asked for the opportunity for BIO to submit additional information on the issue. 

Enclosed are talking points about incremental and flat rate credits. As Harry 
indicated, we do prefer an incremental credit. There are some problems with the 
current structure of the incremental credit, which were outlined in his testimony, 
but these do not lead us to prefer a flat rate credit. 

One of our concerns is that a flat rate credit would be subject to the same 
criticisms as the Investment Tax Credit, which was repealed to finance the 1986 
Tax Reform law. An R and E Credit which provides a credit for the first dollar 
of research would be subject to the same criticism as the I.T.C. and it might lead 
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to the same result. An incremental credit makes sense as it rewards increased research, not 
just maintenance of research effort. This design provides a tree incentive for research, not a 
credit for research which would have been undertaken without the credit. This means that 
the incremental credit is designed for entrepreneurs who can increase the competitiveness of 
U.S. firms in international trade, a critical issue for the long-term growth of our standard of 
living. We are not opposed to elections which might be made available to expand the 
number of companies which can claim the R and E credit. 

The biotechnology industry is the most research intensive industry in the civilian 
manufacturing sector. The industry on average spends $68,000 per employee on research, 
more than nine times the U.S. corporate average of $7,500. In a 1994 survey by Business 
Week , six of the top ten firms in the U.S. in terms of research expenditures per employee 
were biotechnology companies, including Biogen ($208,724), Genentech ($117,594), and 
Genetics Institute ($107,657). Ernst & Young reports that biotechnology companies spent $7 
billion on research in 1994, up $1.3 billion over 1993. The R&E and Orphan Credits are 
critically important as an incentive for this research. 

Thank you very much for your leadership. We will do all that we can to support making the 
R and E Credit and Orphan Drug Credit permanent and to restructure them so that they are 
even more effective for entrepreneurs. 


Sincerely, 


Charles E. Ludlam 
Vice President for 
Government Relations 


CC. Ron Lefrancois 
Cynthia Johnson 

Members of the House Ways and Means Committee 
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RATIONAI J. you AN INCREMENTAI - rHKniT 
FOR R&E EXPENDITURKS 


1) INCENTIVE THEORY 

-- The Research & Expraidituie Tax Credit (IRC $.41) was carefully crafted in the 
early 1980s to create an incentive for American businesses to increase the level of 
their expenditures directed to research and experimentation (R&E). 

- In order to capture the level of year-to-year increases in R&E and base the tax 
credit on those increases, an incremental approach was designed. 

- An incremental credit encourages new R&E, and it results in R&E that would not 
otherwise be conducted. Therefore, the current credit rewards those companies that 
increase the amount of sales revenue reinvested in R&E. In contrast, routine, 
recurring R&E that would be conducted anyway, is not rewarded. 

- By excluding routine, recurring R&E investments, an incremental credit can be set 
at a high enough rate to change corporate behavior, thus generating new R&E, while 
still being fiscally responsible. 

2) FI.AT CREniT AND 'CORPORATE WEIJARE* 


- A shift from an incentive-based, incremental credit to a universally-available, flat 
credit would make the R&E credit suscqttible to the charge that it is, in effect, a 
corporate welfare program, jeopardizing its survivability in the future. 

- The main argument for a flat credit is that if high-risk, research-intensive 
industries, such as biotech, electronics and other cutting-edge technologies, are 
eligible for a tax credit, then everyone should be eligible. The proponents’ preferred 
solution, a flat tax credit based on total R&E, clearly rewards some R&E tha would 
be performed in any event. Service industries that routinely invest small amounts in 
R&E would receive the credit even though it would not incrementally increase the 
amount of research they perform. 

3) FLAT CREDIT LS SIMILAR TO NOW-RF.PEAl .ED ITT 


- In 1986, Congress fundamentally reformed the tax code; included in that reform 
was the elimination of the Investment Tax Credit (ITC), which was a flat credit based 
simply on investment expenditures. 

- Throughout its history, the ITC was much-maligned as nothing more that a handout 
to business - a tax credit for decisions businesses were going to make anyway. 

- Under the intense scrutiny of the 1986 reforms, the ITC did not survive. 



- Importantly, though, the incentive-based R&E credit did survive because it was 
structured to reward incremental research investments . 

4) PERMANENCY IS MOST IMPORTANT TO BUSINEW COMMUNITY 

- Business agrees that the R&E credit should be made permanent, so that investment 
decisions each year will be based on stability in the tax code. 

- If the R&E credit is made permanent, the current incremental credit would make 
the difference between undertaking high-risk, long-term research projects to find cures 
for diseases like breast cancer or not. High-growth, R&E-intensive emerging 
industries, such as biotech and electronics, depend on the R&E credit to encourage 
these types of investments instead of safer projects. 

- A wholesale change of the R&E credit may divert Congress’ attention from finally 
making this important credit permanent. 

5) BUDGET CONSTRAINTS 

— Fundamentally changing the credit to a flat credit in excess of 5 percent would cost 
from between $5.5 to $12 billion over five years more than the current credit. These 
dollars would be better spent on extending the credit permanently and possibly fine- 
tuning the credit where needed. 

— Since a flat credit would need to be set at a relatively low rate (5% or less) because 
of budget constraints, the effective incentive would be less than 2% on a book basis. 
This is hardly enough to make a difference. 

- Defects in the calculation of the current credit may arguably create "winners and 
losers" but can be corrected (e.g., an adjustment to the base period or an election 
option into a progressive R&E credit at a set percentage above the national corporate 
R&E average) without changing the incentive nature of the R&E credit. 

<n .lOINT TAX COMMITTEE STATEMENTS ' 

- "Incremental credits are designed to target tax incentives where they have the most 
effect on taxpayer behavior. Incremental credits attempt to not reward projects which 
would have been undertaken in any event and to target incentives to marginal 
projects. " 

- "Incremental credits have the potential to be far more effective per dollar of 
revenue cost than flat credits in inducing taxpayers to increase qualified expenditures. " 

- "The incentive effects of incremental credits per dollar of revenue loss can be many 
times larger than those with a flat tax credit." 


' Excerpts from 'Description end Analysis of Certain Tax Provisions Expiring in 1994 and 1995," 
Joint Committee on Taxation, JSC-8-95, May 8, 1995, at pp. 38 and 39. 





128 


MCI CommunicaHons 
Corporation 

1133 19th Street. N.W. Charles W.Aau 

Washington. D C 20036 Vice President & Tax Counsel 

202 736 6249 
FAX. 202 736 6905 

May 19, 1995 


The Honorable Nancy L. Johnson, Chairman 
Subcommittee on Oversight 
House Committee on Ways and 
1136 Longworth House Office Building 
Washington, DC 20515 

Dear Madame Chairman, 

This is to follow up on the questions you presented to members of our panel 
who testified before your Subcommittee on May 10 witii respect to the RJtB tax 
credit. I understood you to pose two questions. First, what would be the in^Murt on 
oiu* company from a change from the current 20% inem wMwtpl tax credit to a flat 
59 tax credit? Second, what administrative savings be generated by a 
change to a Hat rate tax credit? 

With respect to the first question, because MCI has consistently increased 
its commitment to research, we receive an effisctive tax credit of 10% of our 
qualified expenditures under the current ineremental qrstem. Thereftwe the 
substitution of a flat rate credit of 5% would mean a 60% redaction in the credit 
available to MCI. (After "the haircut" of IRC Section 280C(cX3) the 10% becomes 
6.5% •• while the 5% would become 3.25%.) 

As Jo any administrative savings, there are fundamentally two activities 
connected with our obtaining the existing RdkE credit The first is the gathering of 
information to support the credit and the secmod is justifying the credit to IRS 
auditors during the course of their examination. In botir instances, our principal 
administrative cost is in identifying and documenting what constitutes a qualified 
R&E expenditure. Any cost attendant to appfying the incremental credit 
formula is de minimus. Therefore, a change to a flat rate tax credit astern would 
generate virtually no administrative cost savings. 

To the extent funds are available and you desire to make the R&E credit 
more universally available, we request that any enhancement be as an 
elective alternative and not in lieu of the curren t incremental R&B tax credit. 

If MCI may be of further service to you or your Subcommittee, please 
contact me. With our corporate headquarters in DC, we are readily available to 
you and your staff if further dial<^\^ or information is desired 


Respectfully yours, 
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EDS 


May 25, 1995 


The Honorable Nancy L. Johnson 
U. S. House of Representatives 
Room 343 

Cannon House Office Building 
Washington, D C. 20515 

Madam Chairwoman; 

I would like to respond, for the record, to two questions you asked during my 
testimony before the Subcommittee on Oversight, of the Committee on Ways and Means, 
on May 10, 1995. You inquired as to (i) what effect a flat Research and Experimentation 
(R&E) Tax Credit would have on EDS and (ii) what our administrative savings would be 
if a change were made from an incremental to a flat credit. 

EDS’ R&E Credit has been averaging around 10 percent, if converted to a flat 
rate. This would mean a change in law from the current incremental credit to a flat credit 
of 5 percent would reduce our incentive by one half In fact, anything less than a 10 
percent flat credit would result in a lower incentive than we experience under current law. 

The administrative savings for EDS of a change from an incremental to a flat credit 
would be minimal. We spend more than 2,000 hours each year identifying and 
documenting projects that qualify for the R&E Credit and making the required 
calculations The information necessary for the incremental calculation is generally readily 
available, and the calculation takes a negligible amount of time. There is a requirement, 
however, that taxpayers who have acquired or disposed of businesses adjust their base 
period for those acquisitions and dispositions to keep it consistent with the current period. 
Since EDS has acquired a significant number of businesses, it spends about 40 hours per 
year making these base period adjustments. Thus, I would estimate that our 
administrative burden would drop by less than 2 percent (40/2,000+) if we migrated to a 
flat based credit. For most companies, who are not making acquisitions and dispositions, I 
would expect the administrative savings to be even less. 


G>rporate Tax 

5400 Legacy Drive. S’fAX 
Pbno, Texas 75024 
(214)604-6000 
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I hope the above information helps you and the rest of the Subcommittee in your 
analysis. I would again like to commend you for your leadership on this issue, which is so 
important to EDS, the information technology industry, and the country. If you have 
additional questions or I can be of further assistance, please feel free to phone me at (214) 
605-1238. I am enclosing a copy of this letter with the corrected transcript of my 
testimony that I am returning to the Subcommittee. 


Sincerely yours, 

R. Randall Capps 

RRCxh 
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Chairman Johnson. The next panel consists of Dan 
Kostenbauder, Hewlett-Packard; Cliff Jernigan, Advanced Micro 
Devices; Roger Siboni, Peat-Marwick; Harry Gutman, Generic 
Pharmaceutical Industry Association, on behalf of the National As- 
sociation of Pharmaceutical Manufacturers and National Pharma- 
ceutical Alliance; and Gordon Steel, Xilinx. 

Mr. Kostenbauder will start. 

STATEMENT OF DANIEL KOSTENBAUDER, GENERAL TAX 
COUNSEL, HEWLETT-PACKARD CO., PALO ALTO, CALIF. 

Mr. Kostenbauder. Madam Chair, I am Dan Kostenbauder, 
general tax counsel with Hewlett-Packard Co. Last year, Hewlett- 
Packard had worldwide revenues of $25 billion, about 54 percent 
of which was outside the United States, and we spent over $2 bil- 
lion worldwide in R&D. 

I want to start by thanking you for conducting these hearings 
today on the R&E credit and express our appreciation for your 
leadership on this issue, along with Mr. Matsui, as leaders on H.R. 
803; and to thank the other members of the subcommittee for their 
support of the R&E credit. 

Hewlett-Packard has long supported the R&E credit, and I hope 
with my testimony today to add a little more insight and under- 
standing of the workings and the mechanics of the current credit 
as to how it affects some companies that have been traditionally 
very much involved in the high technology world. The current 
structure of the credit does have some efficiencies that should be 
addressed. 

The way I like to describe the current structure of the credit is 
to talk about R&D intensity. What happens in terms of the current 
credit is, you measure the qualified research and development ex- 
penses and divide that by gross receipts, the company’s revenue, 
and that provides a fraction that was based in the 1984-88 time- 
frame. So your R&D divided by your revenues in that 5-year period 
establishes a baseline R&D intensity. Essentially, to get a credit 
into the future, you have to exceed that R&D intensity. If you fall 
below that R&D intensity, you will not get a credit. 

My written statement goes into some greater detail on a variety 
of factors that could impact your R&D intensity over time, having 
more to do with many factors besides just increasing R&D. 

I will focus on two particular elements that are surprising and 
in some ways counterproductive. For example, one is exports. If a 
company under this current methodology starts exporting a signifi- 
cant amount more than it did during the base period, this really 
implies that the worldwide demand is being supplied more from 
the United States than from outside the United States. That is not 
going to change the overall business R&D intensity, but reduce the 
R&D intensity in the United States, where we are measuring the 
R&E credit. So this would be one anomalous effect. 

If a company started exporting significantly, it would reduce or 
perhaps eliminate the R&E credit because your R&D intensity 
would fall below the base period. That, in my view, would be a 
somewhat anomalous result. 

Another very large factor — a number of these factors affect Hew- 
lett-Packard and some don’t that I have identified in my testimony. 
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The single biggest factor affecting Hewlett-Packard is the change 
in our business. I think it is important to note that in the high 
technology world, businesses are — not just computers, but even 
very significant parts of the computer business; for example, the ec- 
onomics of personal computers and the R&D intensity associated 
with personal computers will be different than that associated with 
larger computers in very substantial ways. 

Let me, since I submitted my written testimony — Monday morn- 
ing the Wall Street Journal had an interesting article titled 
“Compaq Seeks To Join U.S. Computer Industry’s Elite.” The point 
of this article is that a company which has been a leader in the 
personal computer area is now seeing itself as being a participant 
across a broader part of the computer business. 

After discussing some of the issues involved in that, the reporter 
says, analysts also suggest Compaq will need to spend more on re- 
search and development to compete in the upper strata of comput- 
ing. They define a couple of statistics about recent R&D, but then 
conclude, “but Compaq’s outlays still amounted to only 2 percent 
of 1994’s $10 billion-plus in sales.” That compares with 6.8 of reve- 
nue at IBM, 8.1 of revenue at Hewlett-Packard, and a whopping 18 
percent at Digital, all companies with much greater sales than 
Compaq. 

I am not here to give an extensive economic analysis of all this, 
but what is key there is that some parts of our industry — the high 
technology world or the computer world, broadly defined — have a 
historical business with a very low R&D intensity associated with 
it and others have much higher R&D intensity. 

Some of those companies do nothing more than change their 
business mix and therefore have a higher R&D intensity and will 
get a very large R&E credit. Other companies who are changing 
their business mix and having more sales of products with lower 
R&D intensity are virtually precluded in the future from getting an 
R&E credit, and this is an anomaly that we think should have been 
addressed in any extension of the R&E credit. 

One other thing. If you have my written testimony, there is a 
chart on the last page that is helpful in understanding what is hap- 
pening, by referring to that chart. Three lines, the top line being 
revenue, if you have a successful company where revenue is in- 
creasing because of this phenomenon of R&D intensity being the 
same, the bottom line is the base, and that will increase along with 
revenue. 

So for any number of these reasons I have talked about, if R&D 
is actually growing at a slower rate than revenue is growing, over 
time that company will be out of the R&E credit despite the many 
different factors that could cause that result. 

In conclusion, I would like to strongly urge the subcommittee to 
improve the base period. Particularly if some low-cost solution to 
improving the credit can be identified, it should definitely be adopt- 
ed in conjunction with a permanent extension of the credit. 

Thank you. Madam Chair. 

[The prepared statement and attachment follow:] 
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STATEMENT OF DANIEL KOSTENBAUDER 
GENERAL TAX COUNSEL, HEWLETT-PACKARD CO. 

PALO ALTO, CALIF. 

Good morning. My name is Dan Kostenbauder. I am General Tax Counsel at Hewlett-Packard 
Company of Palo Alto, California. I appreciate the opportunity to testify today on behalf of 
Hewlett-Packard Company about the need for restructuring of the base period rules for the 
research and experimentation (R&E) credit. 

Madam Chairman, I want to congratulate you and Mr. Matsui, the Ranking Member of the 
Oversight Subcommittee, for your leadership in introducing H R. 803. Although my testimony 
will discuss the need for modifications to the structure of the R&f credit, your bill is an excellent 
starting point. We appreciate that you are holding hearings on the need for a permanent R&E 
credit and to examine possible structural modifications to ensure that the R&E credit delivers the 
maximum incentive effect to the largest number of taxpayers possible. We would also like to 
express our appreciation, as well, for the support of the many co-sponsors of HR. 803 — both in 
the Ways and Means Committee and the &1I House of Representatives. 

Hewlett-Packard designs, manufactures and services electronic products and systems for 
measurement, computation and communications. Our basic business purpose is to create 
information products that accelerate the advancement of knowledge and improve the effectiveness 
of people and organizations The company's products and services are used in industry, business, 
engineering, science, medicine and education in more than 120 countries. 

During HP's last fiscal year, which ended October 3 1, 1994, HP had worldwide revenues of about 
S2S billion. Over 54 % of this revenue was from sales to customers outside of the United States. 
HP spent over $2 billion on research and development worldwide, most of which was performed 
within the United States. HP's strong research and manufacturing base in the United States 
enables it to be one of our country's largest exporters. Last year HP exported over $4.6 billion 
from the United States. 

Research and development have long been key to the success of HP and other high-technology 
companies. The process of developing new high-technology products is complex and uncertain 
and requires innovative designs that anticipate customer needs and technological trends. After the 
products are developed, the company must quickly manufacture products in sufficient volumes at 
acceptable costs to meet demand. 

During the 14 years that the R & E credit has been in effect, HP has increased qualified R&E 
every year except one. Since the R&E credit was first adopted in 1981, there has been an 
ongoing debate — in Congress and in the business community — about whether it is appropriate 
to have an R&E credit, and if so, how it should be structured. When the R&E credit was first 
enacted, it was made temporary so that Congress could judge its effectiveness Since then it has 
been extended six times. Congress has consistently reaffirmed its commitment to provide a 
market incentive to encourage private-sector R&D. 

HP has supported tax incentives for R&D »nce 1981. We believe that R&D is a high 
value-added activity that generates good, high-wage jobs and a better standard of living. 
Increasing R & D in the United States will lead to a stronger U S. economy as the technology 
and intellectual property generated by R&D is sold in the global marketplace. Tax incentives to 
stimulate U. S. R & D are appropriate because they will increase U. S. economic growth and 
counteract the incentives many other countries offer for conducting R & D in their countries. 

The R&E credit's focus has been sharpened by limiting both qualifying activities and eligible 
expenditures, and altering its computational mechanics. The credit has been the focus of 
significant legislative activity and has undergone refinement many times since Its inception. 
Accordingly, such an important incentive must be continually reviewed to ensure that it is 
structured so that it is available over time to companies that effectively commercialize R&D. 

Most companies that conduct a significant amount of R&D in the United States sell a significant 
amount outside of the United States. In HP's case about S4% of total worldwide revenue is from 
customers outside of the United States. For a company to be successful, it is critical to sell into 
the global marketplace in order to be able to achieve the highest possible revenue from a given 
expenditure for R&D. In global business, being able to keep global R&D intensity as low as 
possible by maximizing revenue is a critical competitive element. If a company’s R&D expenses 
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are much higher than those of direct competitors, company pro6ts available to finance fijture 
R&D and general growth will not be as readily available. 

"RESEARCH INTENSITY" CREDIT 

The 1989 revision of the methodology for computing the R&E credit measures R&E intensity 
(Qualified R&E divided by gross receipts) during an arbitrary 5-year base period (1984-1988). 

To the extent R&D intensity increases, a credit is available. If intensity falls, then no credit 
is available. For purposes of this computation, ^oss receipts are measured using a four-year 
moving average. This is an appropriate element of the formula, since companies generally would 
find it difficult, and probably imprudent, to increase R&D expenses to correspond with revenue 
growth above expected levels. Furthermore, if ^oss receipts were measured on only a current 
year basis, the amount of R&E credit could be very volatile and therefore would be less of an 
incentive. In addition, companies that are eq>ecially successful in commercializing R&D would 
almost never be able to increase R&D above the base period intensity level if gross receipts were 
measured using too short a time period. 

The "R & D intensity" methodology has an underlying premise that higher gross receipts enable a 
company to spend a proportionately higher amount on R & D This premise might have some 
validity if a company maintained the same relative mix of products and the same relative market 
position and if the economics and technologies of those products remained stable over time. In 
rapidly changing high-technology businesses, these circumstances are unlikely to prevail for very 
long for very many companies 

CONCERNS ABOUT THE "RESEARCH INTENSITY" CREDIT 

At the end of this testimony is a chart that schematii^ly addresses HP's main concern with the 
"research intensity" R&E credit methodology. 

Any company whose rate of revenue growth exceeds its rate of R & E growth will eventually 
receive no incentive from the U S. R & E credit — even though the company's R&E is 
increasing. This is a result that should not be built into the structure of the credit without some 
feature to permit companies whose base exceeds qualified R&E, while qualified R & E is 
increasing, to qualify for the credit. 

R&D expense budgets are much more within the control of a company's management than gross 
receipts. Gross receipts will depend on how quickly, cheaply and effectively a company can 
manufacture and sell products it has invented and designed Ultimately gross receipts will depend 
upon how customers react to the fhiits of the R & D effort — will they pay high prices for large 
quantities of a product, or will they only be willing to buy small quantities at low prices? 
Companies and their management's can decide to spend a certain amount on R & D, but they 
cannot control how customers respond Companies that consistently, over a number of years, are 
able to convert R&D spending into successful products will have their gross receipts grow faster 
than R & D in most cases 

Having a changing mix of products is another major foctor that can result in a company having 
gross receipts grow faster than R&E expenses. To illustrate this point, imagine a company that 
was in a business characterized by high R&E intenaty (say 14%) during the 1984-1988 base 
period. Suppose that the company decides to compete in a second high-technology business 
characterized by somewhat lower R&E intensity (say 8%). If the company is successful in the 
second business, its future R&E intensity for the two businesses together will be lower than the 
company's "fixed base percentage " This would be true even if the company increased the R & E 
intensity of its new business (to 10%). Again, given the dynamic nature of most companies, fixing 
the appropriate threshold for determining R&E credits on a base period 7 to 11 years prior to 
today, without any adjustment mechanism, seems quite inappropriate 
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FACTORS THAT AFFECT R&E INTENSITY 

For analytical purposes, it Is useful to consider a company's R&E intensity on a global basis, 
since most high-technology companies compete in a worldwide marketplace. Global R&D 
intensity may be considered to be composed of US R&D intensity and foreign R&D intensity. 

The mechanics of the U S. R&E credit will then be affected by three major factors: 

(1) U.S. R&E intensity during the 1984-1988 base period, which established the "fixed base 
percentage;" 

(2) factors impacting general R&E intenrity; and 

(3) factors impacting only U.S. R&E intensity. 

FIXED BASE PERCENTAGE 

The 1984-1988 period used to establish the "fixed base percentage,” which can be thought of as 
"R&E intensity," is obviously an arbitrary period. This period was selected because it was the 
period immediately before the law was enacted. For most companies, it was probably a 
representative period. For others, however, it might have been unrepresentative — either too high 
or too low. 

In HP's case, the fixed base percentage was clearly higher than average because of two major 
factors. First, HP's revenue growth was low due to a general downturn for computer companies 
in 1985, and delays in bringing new products to market Second, major investments were made in 
a new computer architecture and technology called RISC ("reduced instruction set computing"). 

GENERAL R&D INTENSITY 

Factors that affect general R&E intensity include: 

Product Mix — If gross receipts from products with low R&E intensity grow more rapidly than 
gross receipts from products with high R&E intensity, then average R&E intensity will fall. This 
could occur even if the actual R&E intensity of all products was rising. 

Successful Products — If products are significant commercial successes, gross receipts will tend to 
grow more rapidly than R&E. This would occur, for example, if a company gained market share 
from global competitors Although the argument could be made that a successful company can 
afford to do more R&D, it seems counterproductive to deny further tax incentives to companies 
that have been especially successful in commercializing R&E while reserving most of the benefits 
for companies that are less successful at commercializing R&E 

Increased R&E Efficiency •• By relying exclusively on a historical base without any adjustment 
mechanism, a company that significantly improves the efficiency of its R&E activities may lose all 
incentive benefits of the credit Again, this scenario seems counter intuitive. Although it would 
not be worthwhile for a company to become less efficient in order to claim a greater R&E credit, 
companies should not be denied any R&E credit simply because they significantly increase their 
efficiency at conducting R&E. 


U S. R&E INTENSITY 

There are a number of factors that can impact U.S. R&E intensity relative to foreign R&E 
intensity. Although for a given company worldwide R&E intensity may remain relatively stable 
over the short run, U.S. R&E intensity could rise, thereby generating more R&£ credit, or it 
could fail, thereby generating less R&E credit. 

Shifting R&E to the United States — By shifting the location where R&E is conducted from a 
foreign location to the United States, U.S. policy objectives would be supported and a company's 
R&E intensity, and therefore R&D credit, would increase 
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Shifting Manufacturing to the United States — Shifting manufacturing to the United States would 
cause R&E credits to fall. This is because U.S. gross receipts would increase thereby reducing 
U.S. R&E intensity. 

Exports ~ Increasing the relative portion of a crxnpany's worldwide manufacturing done in the 
United States would cause U.S. exports to rise in order to supply worldwide demand. This 
increase in exports would increase gross receipts and therefore lower R&E intrasity, which in turn 
would cause a reduction in R&E credits. As in other situations noted above, it seems 
counterproductive to rely on an R&E credit that poiaKzes a company for increasing exports from 
the U.S. faster than its global sales are increasing. 

PROPOSED SOLUTIONS 

HP has engaged in many discussions over the years about the need for a permanent commitment 
by the Federal government to ertcoun^e U.S. R&D throu^ the R&E credit and about how to 
structure an ideal R&E credit. We are not sure such an ideal exists. Nevertheless, we do not 
believe "the perfect should be the enemy of the good," and so we have supported the existing 
R&E credit. 

At this time, we are not convinced that the existing credit should be revised totally. The many 
factors described above that impact the extsui^ credit make it diftlcult to focus on one or two 
that should be dealt with to the exclusion of others. 

We strongly urge that the R & £ credit be adjusted so that comparues that have experienced 
changed circumstances since 1989, when the R&E intensity concept replaced the three-year 
rolling average concept, may qualify again ft>r the credit. 

We hope a permanent credit is eructed vrith an adjustment mechanism in place so that companies 
dramatically increasing U.S. exports, improving R&E efficiency, or shifting the businesses in 
which they compete are not precluded from receiving any incentive effects of the R & £ credit tn 
the ftiture. Because the credit has been in place since 198], it could be considered to have 
achieved "quasi-permanence." During this first major review of the structure of the R&E credit 
since its cunent format was introduced in 1989, it would be appropriate to correct obvious 
shortcomings at this time. 

HP would offer the following ^>edfic proposal that would operate within the general structure of 
the existing credit (noting that we are open to other approaches as well); 

If a company has not received any credit for one year because the base for that year exceeded 
qualified R&E, then for the next year the fixed base percentage would be recalculated based on 
the qualified R&E and gross receipts for the year in which no credit is available and for the four 
prior years. A company should also be able to dect to have this recalculation of the fixed base 
percentage be conducted for several years, perhaps five, before a final fixed base percentage is set. 
This will enable companies that are in (he middle of fundamental shifts in their business to 
continue to receive an incentive benefit from the credit while this shift occurs. This opportunity 
would be available if R & E expenses increase from the prior year. 

With regard to how Ihe Congress deals with the credit at this time there appear to be two broad 
approaches within a limited level of funding for the credit. Congress could make permanent the 
existing R&E credit, leaving it to those companies or industries not receiving any incentive from 
the R & £ credit to lobby in some future year for some restruauring of the credit. Alternatively, 
Congress could restructure the credit now so that it would be available to a broader group of 
companies and then have all companies benefiting or likely to benefit from the credit work 
together in the future to further enhance the credit. Both approaches could eventually lead us to 
the same general destination. The second approach just mentioned seems a more appropriate 
route toward adopting an effective credit of benefit to the broadest range of taxpayers. 

Thank you for the opportunity to appear today to share our thoughts with you. 

(050595a) 
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Chairman Johnson. Thank you. 

Mr. Jernigan. 

STATEMENT OF CLIFF JERNIGAN, DIRECTOR, GOVERNMENT 

AFFAIRS, ADVANCED MICRO DEVICES, INC., SUNNYVALE, 

CALIF. 

Mr. Jernigan. Thank you. I am Cliff Jernigan. I am director of 
Government Affairs at the AMD, Advanced Micro Devices, Inc., one 
of the largest semiconductor companies. Our major plants are in 
Sunnyvale, Calif., and Austin, Tex. We have 6,000 people in the 
United States and 12,000 worldwide. In 1994 our worldwide sales 
were $2.1 billion. I am here to talk about the research and experi- 
mentation tax credit. 

The credit is a very worthwhile incentive, but in a nutshell, we 
do not believe it is relevant to much of American business. It is too 
complex and it operates in an inequitable manner to many busi- 
nesses. 

The semiconductor industry is one of the leading research inves- 
tors in the country. We are viewed by government and the private 
sector as one of the critical industries. In short, we represent some 
of the most important crown jewels of the kingdom. 

Semiconductors drive all or our advances in the electronics indus- 
try and in the Information Age. We are exactly the type of company 
and industry meant to benefit from a research credit. Unfortu- 
nately, AMD has not received the credit since the credit structure 
changed in 1989. We have increased our research spending in abso- 
lute dollars every year since 1989. In our research spending, per- 
centage to sales is among the highest in the country at an average 
of 18 percent for the last 11 years, the time period beginning with 
the 1984-88 time when you look at R&D to sales for the base point. 

The present research credit formula is ill-conceived, favors some 
industries and taxpayers at the expense of others, and does not 
fully accomplish its intended effect of increasing U.S. research ef- 
forts. Major restructuring of the credit is absolutely essential. 

If the present system is to be kept intact, at a minimum, the 5- 
year base period from 1984-88, which is used to determine the re- 
search spending and sales percentage, needs to be moved to a more 
current time period such as 1990-94. For AMD, we prefer to return 
to the prior law, the 3-year base period rule, or even go to a new 
method such as a flat rate credit on current research spending. 

We really prefer a flat credit. A flat rate credit has the benefit 
of being relevant to today’s taxpayer — it is simple to administer, 
and it treats all taxpayers in an equitable manner. It takes the nu- 
ances out of the current formula which hurts taxpayers with abnor- 
mally high research spending percentages during the 1984-88 base 
period, or who are experiencing abnormally high sales growth over 
the past 4 years precisely because of the research investments 
made earlier, which are coming to fruition in the form of strong 
sales demand for their products. 

In summary, we need to revise the credit to make it relevant, 
simple, and equitable. AMD favors the flat rate credit. 

Thank you very much. 

[The prepared statement and attachment follow:] 



139 


TESTIMONY OF CUFF JERNIGAN 
OF ADVANCED MICRO DEVICES, INC. 

ON THE R&E TAX CREDIT 
BEFORE THE WAYS AND MEANS COMMITTEE 
ON WEDNESDAY, MAY 10, 1995 


INTRODUCTION 

My name is Cliff Jernigan. I am Director of Government Affairs at Advanced Micro 
Devices. Inc. (AMD), one of the largest semiconductor companies In the United States. 
AMD has major plants In Sunnyvale. California and Austin Texas and employs 12,000 
people worldwide. 

AMD supports m^ing the Research and Experimentation (R&E) Tax Credit permanent, 
but only if the Committee fundamentally reforms the structure of the credit. If the credit Is to 
provide the greatest return within current budget or cost limits, the manner In which it is 
computed must be relevant, equitable and slmf^e. while providing an incentive for 
taxpayers to invest In research In the United States. We believe the current calculation of 
the base amount needs significant Irnprovement if the flexibility necessary to meet 
changing economic and market conditions is to be worked into the o'edit for the future. 

RELEVANT 

Current law uses a complicated fixed base percent^e formula that was enacted as part 
of the Omnibus Budget Reconciliation Act of 1989. tnis formula uses the time period from 
1 984 to 1 988 inclusive to determine the ratio of qu^ified research expenditures to gross 
receipts. The 1 984 to 1 988 time period has lost its significance as a yardstick to determine 
today's research intensity. In addition, companies that do not have three years of 
operating history during this 1984 to 1988 time period are classified as “start-up” 
companies, and their base period is computed under completely separate, more favorable 
rules. As time passes, a growing percentage of ail R&E credit taxpayers will be 
considered “Start-up" companies. Some of these enterprises are now large publicly held 
corporations and are still benefiting from the more favorable rules. By not updating this 
time period to cover a more contemporary intervsd, the formula will continue to deny credit 
benefits to taxpayers with increasing research expenditures while unjustly rewarding 
other taxpayers whose facts and circumstances may not warrant the amount of benefit- 
resulting in an imbalance that undermines the intent of the program altogether. 

EQUITABLE 

A tax incentive should treat taxpayers the same when they engage in similar behavior. 
AMD has continuously increased its U.S. financial statement research and development 
spending from $203.7 million dollars in 1990 to $280 million dollars in 1 994-a 37% 
increase. From 1 984 to 1 994, AMD’s R&D as a percentage of sales was 1 8%-one of the 
highest percentapes in the U.S. (see chart attached). Yet AMD has not qualified for the 
research credit since the (OBRA '89) change to the base year period. 

One of the research credits goals is to provide an incentive to taxpayers to increase their 
research spending. Clearly, AMD has accomplished frils, yet we receive no benefit. 
Furthermore. AMD would have received a research credit during this period under the old 
base period rules, or. if AMD qualified as a "start-up” company under the existing rules. 
This result Is inequifable and the effect on AMD and other similarly situated research 
intensive companies points out the fact that the current base year formula needs to be 
revised. 

SIMPLE 

Simpler tax laws are more easily understood by taxpayers. Ease of understanding yields 
many benefits, including greater romnliance with the tax laws at a much lower cost both to 
the government and the Taxpayer. 

A more simple and straight forward research credit would also significantly reduce the 
incidence of unintended adverse consequences, such as AMD Is currently experiencing, 
where research spending is increasing significantly yet no credit is available. 

The current base period amount requires a computation of a research intensity ratio over a 
five-year period beginning in the mid-eighties. Then this ratio must be modified by 
changes In the definition of qualified research between these years and the qualified 
expenditures for the current year (i.e., rental expenses). This ratio is then multiplied by 
the average annual gross receipts of the 4 preceding taxable years. The current rule is 
anything but simple and may be unreasonable. 
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An example of the credit computation is as follows: 

1. Determine U.S. R&E spending for the years 1984. 1985, 1986, 1987 and 1988 

2. Determine U.S. sales forthe years 1984, 1985, 1986, 1987 and 1988 

3. Divide U.S. R&E spending forthe years 1984*88 by U.S. sales for the years 
1984-88 to determine the R&E percentage 

4. Multiply the R&E percentage times the average sales for the prior four years to 
arrive at the R&E base 

5. Subtract the R&E base from current year U.S. R&E 

6. Multiply the difference by 20% to determine the R&E credit 

Putting numbers into the above formula, if the R&E percentage in step 3 above is 
1 0% and if the average sales in step 4 ^ove for the prior tour years is $1 ,000,000, 
then tfie base will be $1 00,000 (1 0% x 1 ,000,000). If the current year R&E in step 5 
above is $150,000, then the difference of $50,000 would be multiplied by 20%. as in 
step 6 above, to arrive at a credit of $10,000 
In our view, a more simple approach would be to include fewer years and more current 
year information into Uie determination of the base amount if the incremental structure is 
preserved. In terms of simplicity, a flat credit based on the current years' qualified costs 
represents a better and more simple option and would be an appropriate starting point in 
a modified structure. 

AMD'S SITUATION 

AMO and the semiconductor industry in general were adversely impacted by Japanese 
dumping of semiconductor memory products Into the U.S. and world m^ets in the mid- 
1980’s. The dumping coincided with a recessionary period in the U.S. industry. Together, 
these factors resulted in significant declines in revenue for many semiconductor 
companies. AMD's financial statement rev^ue fell from $1.12 billion in 1984 to $795 
million in 1985"a 29% decline. AMD's strategy out of this situation was to significantly 
increase research spending in order to offer superior integrated circurts. Book R&E 
spending increased from $T37 million In 1984 to $173 million 1985--an Increase of 26% at 
the same time that revenues declined by 29%!l This had a disastrous impact on AMD’s 
fixed base period R&E percentage by "artificially’’ Inflating It, making It abnormally high and 
fiscally impossible to overcome. Clearly the contraction in revenues was out of Akfc’s 
control. Fortunately, in this Innovate or die situation, AMD did recover and revenues 
again exceeded $1 billion by 1988 with $1.13 billion in sales. 

INCENTIVE FOR U.S, RESEARCH / ALTERNATIVES 
TO EXISTING CREDIT 

The R&E credit operates as an incremental concept--the incentive credits expenditures 
over a certain threshold-in order to provide the highest possible benefit at the lowest 
possible cost to the federal Treasury. Currently, the research credit rate is 20%. The 
consensus of most recent research credit studies Is that the credit has been effective in 
stimulating U.S. research spending. Most of these studies also point out, however, that 
the temporary nature of the credit does not Improve the credit’s ability to stimulate 
additional spending. Furthermore, many foreign countries have recognized the merits of 
encouraging research activities and have enacted research tax credit mechanisms as well. 
AMD has complete and reliable knowledge only of Its own facts. However, there must be 
other enterprises with significant research expenditures which find that they loo do not 
qualify for the credit even with R&E expenditures increasing year to year. This fact flies in 
the face of congressional intent, and unless ttie basic structure of the credit is corrected, 
some industries, perhaps numerous In number, would Just as soon let the credit lapse. 

We believe that no single fixed base period formula can produce a fair credit as a result of 
the changes that occur within all Industries over lime. Should Congress choose to retain 
some form of a fixed base period formula, an adtemative should be provided to assure a 
credit for those taxpayers who are currently Increasing research spending. One option 
wouid allow taxpayers who have Increased research spending in three of the last five 
years to make an irrevocable election to take a 5% wedit on current year qualified research 
expenditures for the next five years. We support an option to allow a flat rate credit since 
it is the simplest and most equitable method of computing the research credit We are not 
in favor of a “fresh start’ that does not recognize that some taxpayers have been 
prevented from claiming the credit since the change to the fixed base period concept. 

Should Congress maintain an incremental aeditloimula, and if it is willing to reform the 
fixed base concept, we believe some form of moving base period yields the most 
equitable result. The moving base period will self correct over time for those industries 
and taxpayers whose businesses are affected by factors outside that have events 
beyond their control during the base period that prevent them from qu^lfying for the credit, 
even as their research spending increases. 
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As Stated before, a flat rate credit for all qualifying research expenditures Is a 
simple and equitable approach and still provides an Incentive to Increase 
meaningful research. Should this option be considered too expensive or as not 
providing sufficient marginal Incentives, tests could be drafted to allow a credit 
only to those taxpayers whose research efforts-and expenditures-surpass 
certain limits. 

CONCLUSION 

We look forward to a restructured and more equitable permanent research credit. We 
believe that the research credit does stimulate additional U.S. research which results in 
more high-skill, high-paying lobs, export growth and a higher standard of living for 
residents. Furthermore, we believe a credit that arbitrarily denies the benefit to taxpayers 
who Increase their U.S. research. Is a strong disincentive to continue the conduct of their 
research activities In the U.S. We hope this paper and the options presented herein help 
the Committee as It considers the extension and revision of a revitalized R&E tax credit.. 



AMD RESEARCH AND DEVELOPMENT EXPENSE AS A PERCENTAGE OF SALES 
FROM AMD ANNUAL REPORTS 
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Chairman Johnson. Thank you very much. 

Mr. Jones. 

STATEMENT OF ROGER S. SIBONI, NATIONAL MANAGING 

PARTNER, KPMG PEAT MARWICK, AS PRESENTED BY 

KENDALL C. JONES, PARTNER, NATIONAL TAX PRACTICE, 

KPMG PEAT MARWICK 

Mr. Jones. Thank you. My name is Ken Jones. I am a partner 
in the Washington national tax practice of KPMG Peat Marwick. 
I am here to testify on behalf of Roger Siboni, our managing part- 
ner in the Information, Communications and Entertainment line of 
business, who, I learned about 15 minutes ago, is unavoidably de- 
tained and could not be here on time. 

We would like to take this opportunity to urge your support of 
H.R. 803, which would make the R&E credit a permanent provision 
in the Internal Revenue Code. Moreover, we encourage the adop- 
tion of a flexible credit, which would more effectively simulate in- 
vestment in R&E. 

Perhaps the most important point to be made regarding the cred- 
it is that it must become a permanent part of the code. While there 
are two bills pending now that would make the credit permanent, 
permanence is not yet a reality. We are concerned that in the heat 
of the legislative negotiations, the R&E credit may be extended 
once again on a temporary basis. 

I would point out that since 1986 the R&E credit has been re- 
newed on a temporary basis six times and structurally modified 
four times. The uncertainty as to the duration of the R&E credit, 
coupled with the frequent modifications to the statutory provisions 
affecting the credit, has resulted in the inability of businesses to 
effectively plan their research activities. Specifically, a business 
that plans to conduct research projects is in the position of having 
to speculate as to whether a temporary credit provision set to ex- 
pire will be extended. 

The typical company is much less likely to commit resources to 
long-term research activities under those kinds of conditions, be- 
cause research activities inherently involve risk. Businesses that 
conduct research need certainty as the tax consequences of their 
activities. Enacting a permanent credit would provide the certainty 
that is necessary to budget research activities. 

Enacting a permanent provision would also reduce the number 
of legislative changes to the R&E credit provision because every 
time the R&E credit must be extended, the opportunity exists for 
Congress to change the structure of that credit. 

The numerous modifications over the years have made it very 
difficult for the IRS and the Treasury Department to publish mean- 
ingful guidance on the mechanical application of the credit. To il- 
lustrate that point, the final regulations defining the R&E expendi- 
tures were issued in 1994, 13 years after the statute was originally 
enacted. In the interim, businesses, tax practitioners, and the IRS 
have relied on regulations that were issued in 1957, 24 years before 
the credit was even conceived of and enacted. 

My specialty at KPMG Peat Marwick is representing clients be- 
fore the IRS in tax controversies. On behalf of any number of cli- 
ents, T have been involved in contentious audits involving the R&E 
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credit issue. These audit issues arise because of the lack of regu- 
latory or procedural guidance from the IRS that has forced tax- 
payers on their own to address a number of complex, unresolved 
issues with respect to the computation of the credit. Inevitably, 
these controversies will continue until we can get that guidance. 

The other important issue that must be addressed is structure. 
Our clients have faced a number of different problems arising from 
the structure of the credit, arising mostly from base period com- 
putations. In fact, many who conduct qualified research can’t even 
claim the credit, due to structural problems with the manner in 
which the base period is computed. 

Therefore, our recommendation to the subcommittee would be to 
provide as much flexibility as possible with respect to base period 
computations. Flexibility would improve the usefulness and effec- 
tiveness of the credit. 

We also want to emphasize that the base period concept is indeed 
a good concept because it encourages increases in spending. At the 
same time, we <frould encourage the subcommittee to adopt some 
flexibility, such as the flat credit proposal just mentioned, that 
would allow companies to take full advantage and encourage re- 
search in the most meaningful manner possible. 

In conclusion, the two points that need to be addressed, in our 
view, are permanence and flexibility. 

Thank you. 

[The prepared statement follows:] 
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A* lh» National Manai^ Partnar of ttw mtonnatian. Communications & 
Enteitainmant Una of buainasa of lha in t ani a l i onal accounting and consulting firm of 
KPMG Paat Manmick UP, I would ilia to taka IMs opportunity to urge your support of 
H.R. 803 wrhkSt would maka lha Rasaarch A Expatimant a lion CradH a parmanant 
provision in tha Matnal Ravanua Coda. Moraovar, I ancouraga lha adoption of a 
ftanUa eradit provis i on wMch would mora aliaclivaly sttnulata invastmant in R&E. 

Naad for a Parma n ant CradK 

Tha cal for parmanant anaumant of lha Rasaarch & Expaiimantation Cradft is 
coming from al comara. Tha Housa of Rapraaamalivas has twlca passad a parmanant 
axiansion (ki 1968 and 1963) and agstn t as ks to do so wtth H.R. 803, tponsorad by 
Chairman Johnson, orlgin s lyoo-sponsota d by Congrassman Matsui, Hargar and Naal, 
and ttnea ooaporaorad by fifty a ddllor ta l Raprasanlalivat. Tha Sanata has actad 
through Sanators Oomantd and Danforlh, who bofit ptoposad parmanant axtansions in 
1994, and Sanator Hatch, who calad fbr parmanant aidansion this yaar with S. 351. 
Racantly. PtosManl dnton has calad tar a parmanant axtansion 'to stimulata prtvata 
invastmant* Nonalhala ti , parmananca is not yat a rsaMy, raid I am concamad that in 
tha haat of 6ia lagi sisti va nagolialions procass, fita RAE Cradit may ba axtandad 
tamporartly ralhar fitan pannanatilly. 

Sinca 1986, Vto R&E CradK has baan tamporarily ranawad six timas arxi 
struciuraly modMad four lirrras. Tha unoartafeily as to Ira duration of lha R&E CradK 
couplad wHh lha flaepiaiK morlficalions to lha statutory provisions affacting tha crarfit 
has rosuMsd in tha inabWy of businassas to pian lhair rasaarch activilias. Spadfically, 
a butinass that piiart to conduct a long-larm rasaanch projact mutt spacUlata as to 
whalhar a tamprirahr cradX provision sat to axpaa during its rasaarch prcjact wil, in 
fact ba axisnded. Evan though 6ia tamporary R&E CradK has always baan axtwidad 
by Congrats, somalintas rairoaciivaly, butinass foracaaling and lax piraining cannot ba 
parfoitnad r alio a ctrvaly. Tha typical company it lass Hraly to commtt rasourcas to long- 
tarm rasaarch activilios W K is unabia to raastxiably aslimals lha aftar-lax costs of such 
projacts. Thus, lha rapaalad anacimant of a tamporary R&E CradH rarfucas the 
incentive to plan exiansive R&E aefivKiot. Bscausa r aias r c h acbvKiat inharantly 
involve risks, businessat that conduct rasaarch naad certainty as to the tax 
consaquancat of lhair activKias. Enacting a parmanant R&E CradK vwould provida tha 
rnrtiiioiyitMit is nwrassary to raastxiably bud|^ rasaarch aefivKias. 

Enacting a pamianent provision also wrouU raduca tha frequency of iegisMiva 
changes to the R&E CraA provision b acau s a every tima a tamporvy R&E CradK must 
ba axtandad, an opportunKy axisis for modifying the structura of the cradK. Tha 
numarous modifications have made K dKficuH for lha Internal Ravanua Service to 
publish guidance on the mechanical appication of the R&E Credit To illustrate, the 
final ragulatkxis defining 'rasaarch arxi axparimantal exparxIKuras’ ware issued in 
1994, thirteen years after tha statute was orignaiy enacted. In ths interim, businesses. 
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tax practitioners and the Internal Revenue Service have relied on regulations originally 
issued in 1957, tvranty-four years before the R&E Credit was first enacted. 

By way of another example, a 1986 anriendment to tfie R&E Credit excluded the 
development of software for internal use except as provided by the regulations. The 
Conference Agreement indicated that the development of internal use software should 
qualify if it is innovative, conunerdally unavailable, and involves significant economic 
risk in its development Nine years later, there is stiK no regulatory guidance from the 
IRS. demonstrating how the repeated expiration dates arKi statutory changes have 
resulted in the inability of the government to keep up with the statute. 

The lack of regulatory guidance has foreed taxpayers to address a number of 
complex, unresolved issues when computirig the R&E Ci^it Inevitably, many of the 
positions taken by taxpayers in the absence of regulatory guidance vnll be challenged 
by the IRS, ^us increasing the economic costs of taking the R&E Credit. 

The statute has been extended six times, never more than three years and 
sometimes retroactively; 

• The EcoTKMnic Recovery and Tax Act of 1981 enacted the "Credit 
for Increasing Researching Activities* with a five year duration. 

• The R&E Credit expired December 31 , 1 985. 

• The Tax Reform Act of 1986 retroactively renewed the R&E 
Credit and extended it three years. 

• The Technical & Miscellaneous Revenue Act of 1988 extended 
the R&E Credit one year. 

• The Omnibus Budget Recondtiation Act of 1989 extended the 
R&E Credit one year. 

• The Omnibus Budget Reconciliation Act of 1990 exterided the 
R&E Credit one year. 

• The Tax Extension Act of 1991 extended the R&E Credtt through 
June 30. 1992. 

• The R&E Credit expired June 30, 1992. 

• The Omnibus Budget Recorwiliation Act of 1993 retroactively 
renewed the R&E Credit, extending it to June 30, 1995. 

In addition to the urKertainty regarding the duration of the provision, there 
remains continual doubt as to the structure of the R&E Credit, because along with 
these prospective and retroactive extensions have come four direct modifications to the 
R&E Credit supplemented by amendments to related provisions. For example; 

• In 1986, "qualified expenditures* were more narrowly defined and 
the R&E Credit was reduced from 25% to 20% and made subject 
to the General Business Credit cap. 

• The 1988 extension carried with it a reduction of R&E deductions 
by 50% of the R&E Credit for that year. 

• OBRA 1989 changed the method of calculation of the R&E Credit 
ar)d further reduced the allowable §174 deduction. 

• OBRA 1990 repealed the speciat proration provision of OBRA 
1969, but due to an as yet uncorrected technical error, taxpayers 
with a fiscal year erKling in the fourth quarter of 1989 lost up to 
three months worth of credit 

• OBRA 1993, which extended the R&E Credtt through June, 1995 
modified the fixed base percentage for start up companies. 

The R&E Credit was initially enacted in 1981 with a five year duration so that 
Congress could evaluate the operation of the credit. After thirteen years of observation 
and alteration, the concept of the R&E Credit remains as intended, a valuable incentive 
to encourage investment in the technoiogicai hrtijre of our country. 



147 


Who Is Affactod? 

When discutsing the subject of research and experimentation, thought may first 
turn to Silicon Vailey. the home at many smaH high-technology start-up companies that 
have bean rasponsUe for numerous 1echrtok>oical imcvatiotw in recant years. Yet it 
may surprise some that one of the largest high-technology commercial areas lies within 
Utah. While discussing tesaatch and experimentation, one may thinK of large Texas, 
Califomia or Mchigan defense contractors whose efforts have contributed to a strong, 
high-technology mOtary. But tschnology-basad industry is present throughout the 
entire country, aneding businesses and people in every stats. The R&E Credit affects 
not only the large high-tachnology finns that often coma to mirKt, but also offers great 
relief to smal firms in the biochatnical, pharmaeeullcal, agricultural, manufacturing, and 
ssnrioe industries, as wal as start-up businesses desparatsly in need of cash flow. 

Do We Need a Research <■ Experimentation Credit? 

The United States is not a global leader when nort-defense research and 
experimentation is m ea i ur e d as a percentage of Gross Domestic Product; for instance, 
Japan and Germany both have a higher rate of nott-dsfanse research activities as a 
percentage of Gross Domestic Product While other nations provide greater tax 
incentives to research, artd in some instances government sponsorship of such 
research, the Internal Revenue Code, in certain cases, fails to promote R&E activities 
to the same degree as other oourtiries. For exampla, small, high-tschnology start-up 
firms are often in need of capital at certain key poinis during R&E projects. In today's 
ecrxKMriic arwironmant such capital is often acquirad by sailing the btjsiness to a 
larger, cash-rich antily. However, vwth ttM fifteen year amorfizalion period for 
intangiblea provided ty I.R.C. SiST, domestic capital is often squeezed out of the 
maricat by foreign Invai t or i , many of whom are afforded by their governments shorter 
periods in uMch to write-off Marigirlss. The R&E Credit has helped to ease the cash 
flow Issues faced by these capital-starvad antrapranaurs. 

Most economists agros that govarrvnant support in the term of the R&E Credit is 
justified and desirabla. From a macro-economic parspactiva. technology breads 
productivity wrtiich in turn results In higher wages and a better standard of living. In fact 
a recant study dona by the Policy arid Economice Group of KPMG Peat Marwick UP, 
entitled ‘Extending die R&E Tax Crertt The Importance of Parmanenca.’ indicates 
that ter every or«e dolar of R&E Credit research experxliturst Increase by one dollar in 
the short nat and by two dollars in the long nm. This suggests that the credit has a 
beneficial Impact on tea gross domestic product However, while investrnam in 
technology produces a long^arm societal bartafit it does not necessarily produce an 
Immediate return on invesbnant to a company conducting the research due to tee 
inherent risk in most i nnov afi ve research activities. 

The R&E Crerirs sociatal benefit is derived from tea fact that tesaatch 
conducted by any given company often has a spi&over effect on competitors and 
businesses in other sxlustrias. For example, tee development of a new piece of 
machinery wM result in tea davalopmant of simtar machineiy designed to compete with 
the original. This competilion benefits tea consumer and lociaty as a whole, but at the 
same lime, it imils tea profitability to the original inventor. Consequently, since 
businesses see imitod latoms on invastmants in developing new technology, there is a 
reduced inoantiva tar fundstg research. The R&E Credit mitigates this natural 
economtc usincsrifiva to incur R&E expnnrtilutes. 

The Impact on an Uncertain Economy 

The impact of tee R&E Credit on a thriving economy is obvious. During the 
boom of the early aightias when tea R&E Credit was first enacted, research activity 
grew at a rata in excess of double the growth rats of the Gross Domestic Product 
However, R&E is one of the first expenses to be cut during uncertain economic limes, 
since the benefits of such expenditutes are, by teair vary nature, long term. Whan a 
need to reduce shrxt term expanses arises, expenditures which cannot demonstrate an 
immediata ralum are cut The R&E Credit combats this phenomenon. 
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To illustrate, according to published reports, a large, high-technology firm 
recently released its first quarter earnings. Although investment in research for ^is firm 
had essentially remained constant, sales had dropped 20 percent. The result was an 
increased rate of investment in research and experimentation over ttie previous base 
which in turn will result In a larger credit. The R&E Credit will have the effect of easing 
an economically difficult period which may have otherwise resulted in a management 
decision to reduce the level of research. 

Structure of the R&E Credit 

The Subcommittee has also indicated a desire to examine the structure of the 
R&E Credit. Presently, the R&E Credit is based upon the increase in the rate of R&E 
experKiitures over a base period. While this provides an incentive to increase R&E 
expenditures beyond the base, there is a debatable assumption that the base 
accurately reflects an appropriate minimum standard of expenditures on research. At 
both a macro-economic and a micro-ecor>omic level, change in the business community 
is continuous. Due to overall economic changes, R&E expenditures have dropped 
since the mid-1960*s. Since the fixed base period can be static, it is not necessarily a 
relevant barometer for determining the value of an R&E Credit in a changing economy. 
As a result of tfie current structure, many entities that conduct valuable research canr>ot 
avail themselves of the R&E Credit due to the unique factors which may affect any 
single business. 

Because the business environment is constantly changing in both macro- 
economic and micfo-ecor>omic terms, I urge Congress to make the R&E Credit as 
flexible as possible. The existing inctease-over-base concept should be retained. 
However, many companies have been unable to utilize the R&E Credit under the 
current structure due to the circumstances previously described. A remedy for the 
static base issue would be to allow businesses to elect from a menu of base period 
options. The base period election could provide aKematives to the taxpayer which 
would include a three or five year rolilrtg average base period, akin to the base period 
as reflected in the stahite as originally enacted in 1981. Another option would be to 
allow a business to reset the fixed base period to the most recent five years. Perhaps 
Congress could limit these elections to entities that have failed to qualify for the R&E 
Credit for two consecutive yeim. These types of options would allow enough flexibility 
with the R&E Credit to avoid the economic issues described above. 

One additional alternative Congress should consider is an elective Minimum Flat 
Credit Such a credit would be calculated using a flat-rate percentage applied to 
qualified R&E expenditures. A Minimum Flat Credit would always provide an incentive 
for R&E investment regardless of the change in the company's circumstances. In 
other words, a Minimum Flat Credit would eliminate any anomalies created by the base 
period method. 

CONCLUSION 

The Research and Experimentation Credit should be granted permanent status 
within the Internal Revenue Code. The repeated short term implementation and 
frequent modifications breed uncertainty, whi^ undermines the effectiveness of the 
R&E Credit Furthermore, the R&E Credit should be modified to provide for a more 
flexible base period and a Minimum Flat Credit so as to provide a continued incentive 
for investment in research and eiqierimentation regardless of the change of 
circumstances which may effect a business. 
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Chairman Johnson. Thank you. 

Mr. Gutman, welcome back. 

STATEMENT OF HARRY L. GUTMAN, COUNSEL, KING & 

SPALDING, ON BEHALF OF GENERIC PHARMACEUTICAL 

INDUSTRY ASSOCIATION, NATIONAL ASSOCIATION OF 

PHARMACEUTICAL MANUFACTURERS, AND NATIONAL 

PHARMACEUTICAL ALLIANCE 

Mr. Gutman. Thank you very much Madam Chair, members of 
the subcommittee. I am Hank Gutman, a partner in the law firm 
of King & Spalding, and I am appearing today on behalf of the Ge- 
neric Pharmaceutical Industry Association, the National Associa- 
tion of Pharmaceutical Manufacturers, and the National Pharma- 
ceutical Alliance. 

The organizations that I represent support the permanent exten- 
sion of the credit and urge that in connection therewith, the Con- 
gress take this opportunity to reiterate what has been its pre- 
viously expressed intent that expenses incurred in the process of 
developing generic drugs have been and will continue to be eligible 
for the credit. 

In a sense, it is fortuitous that this hearing is being held before 
the Oversight Subcommittee, because the issue that I am address- 
ing is in part an oversight matter. 

As claimed on their tax returns by manufacturers of generic 
drugs, the R&E credit plays an important role in maintaining an 
economically viable generic drug industry, and the maintenance of 
an economically viable generic urug industry is an important com- 
ponent in the quest to contain health care costs. Unfortunately, the 
IRS has taken the position that the developers of generic drugs are, 
per se, ineligible to claim the credit for their premarketing develop- 
ment costs and costs to secure FDA approval of their products as 
new drugs. Moreover, the Treasury Department, despite having 
testified in October 1994 before the Select Revenue Measures Sub- 
committee of this committee that generic manufacturers should be 
subject to a facts-and-circumstances determination to determine 
eligibility for the credit, has refused to exercise its policy preroga- 
tive in intervening with the IRS regarding the IRS’ interpretation 
of the scope of the credit. As a result, a stalemate has been created 
by the Treasury’s failure to follow through on its testimony, and 
the organizations now have to come to the Congress to ask for clar- 
ification of congressional intent that the credit is available for 
these expenses. This is the only alternative that these entities have 
other than costly litigation. 

My statement describes in detail the process of developing and 
securing regulatory approval for a generic drug, and it also dem- 
onstrates how that process results in expenses that are eligible for 
the credit. In the balance of my time, I would like to flesh out why 
it is that we are here. 

The IRS has taken the position that the developers of generic 
drugs are, per se, ineligible to claim the credit. The IRS position 
is based on a code provision that excludes from the credit expenses 
that are related to the reproduction of an existing business compo- 
nent from a physical examination of the business component or 
from plans, blueprints, details, specifications, or publicly available 



150 


information. The Service says that this exception applies to the ex- 
penses that are incurred in producing a generic drug. 

That position of the IRS is unwarranted under the statute; it is 
factually inaccurate, and it is contrary to congressional intent. No. 
1, a generic drug is not developed from a physical examination of 
a target drug or from publicly available information. Therefore, the 
process of development of a generic drug is not described by the 
statute. 

No. 2, generic drugs may improve on the target listed drug in 
terms of shelf life and stability, to say nothing of lowering costs. 

No. 3, the legislative history of the duplication exception makes 
it clear that the reproduction that is meant there is reverse engi- 
neering of an existing product, not the development of an alter- 
native by original research and experimentation. The process of de- 
veloping a generic drug does not in any sense constitute reverse en- 
gineering. 

Finally, the FDA views generic drugs as new drug products. 

Over the past number of years, members of the industry have at- 
tempted to persuade the IRS to reverse its position. In Treasury 
testimony, the Treasury basically adopted the industry position, 
but has not indicated any willingness to try to get the IRS to 
change its position. Consequently, members of the industry are in 
the frustrating position of being betwixt and between the Treasury 
and IRS and, consequently, have come before the subcommittee to 
ask that as this legislation goes forward that their concern be re- 
solved. 

I thank you. 

[The prepared statement follows:] 
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STATEMENT OF 
HARRY L. GUTMAN 

On behalf of the Generic Pharmaceutical Industry Association, the 
National Association of Pharmaceutical Manufacturers, and the 
National Pharmaceutical Alliance 

HEARING BEFORE THE 

Subcommittee on Oversight 
Committee on Ways and Keans 
U.S. House of Representatives 
on the 

Research and Experimentation Tax Credit 
May 10, 1995 


Madam Chairman and Members of the Subcommittee: 


My name is Hank Gutman. 1 am a partner in the law firm of 
King & Spalding. I am pleased to appear before the Subcommittee 
today on behalf of the Generic Pharmaceutical Industry 
Association, the National Association of Pharmaceutical 
Manufacturers, and the National Pharmaceutical Alliance (the 
"Organizations") . The Organizations support the permanent 
extension of the research and experimentation tax credit (the 
"R&E credit") and urge that in connection therewith the Congress 
reiterate its previously expressed intent that the expenses 
incurred in the process of developing generic drugs have been, 
and will continue to be, eligible for the R4E credit. 

This reiteration of Congressional intent is necessary 
because, as described in more detail below, the Internal Revenue 
Service ("IRS") has taken the position in a number of audits of 
generic drug companies, and in a technical advice memorandum, 
that developers of generic drugs are per se ineligible to claim 
the R&E credit for their premarketing development costs and costs 
to secure Food and Drug Administration ("FDA") marketing approval 
of their products as new drugs. Moreover, the Treasury 
Department, despite having testified on October 6, 1994 before 
the House Ways and Means Subcommittee on Select Revenue Measures 
that generic drug manufacturers should be subject to a "facts and 
circumstances" determination process to determine eligibility for 
the R&E credit, has refused to exercise its policy prerogative 
and intervene with the IRS regarding its interpretation of the 
scope of the credit. As a result of the stalemate that has been 
created by the Treasury's deliberate failure to follow through on 
its Congressional testimony, the Organizations are compelled to 
seek Congressional clarification as an alternative to costly 
litigation. 

The balance of this statement first describes the issue in 
more detail. It then describes the process of developing and 
securing regulatory approval for a generic drug. Third, the 
statement discusses current law governing the allowance of the 
R&E credit, as well as the Congressional intent in enacting that 
legislation, and demonstrates that the process of creating a 
generic drug falls squarely within the ambit of expenses that 
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Congress intended Co qualify for the R&E credit. Finally, the 
statement describes the alternatives now available to the 
Congress . 


THE ISSUE 

The IRS has taken Che position that developers of generic 
drugs are per se ineligible to claim the R&E credit for their 
premarketing development costs and costs to secure Food and Drug 
Administration marketing approval of their products as new drugs. 
Internal Revenue Code Section 41 (d) (4) (C)^, which excludes from 
the credit expenses related to the reproduction of an existing 
business component from a physical examination of the business 
component itself or from plans, blueprints, details, 
specifications, or publicly available information, applies to 
these expenses. In rationalizing this conclusion, the TAM 
states. 

We believe the statutes and legislative histories ... are 
evidence that a generic drug is a duplication of another 
taxpayer’s business component and the development of the 
generic drug is excluded from the definition of the term 
"qualified research" under Section 41 {d) (4) {C} of the Code. 
TAM, p.9. 

The TAM also states, 

It is our view that Congress considers generic drugs for 
approval under the ANDA procedure to be duplications of 
existing listed drugs. Drugs approved under the ANDA cannot 
improve on the target listed drug. TAM, p.lO. 

The conclusion stated in the TAM is unwarranted under the 
statute, factually incorrect and contrary to Congressional 
intent. First, as discussed more fully below, a generic drug is 
not developed from a physical examination of a target drug or 
from publicly available information. Thus, the process of 
development of a generic drug is not described by the literal 
language of the exclusion. Second, generic drugs may improve on 
the target listed drug in terms of shelf life and stability, to 
say nothing of cost. Third, the legislative history of Section 
41(d)(4)(C) makes clear that "reproduction" means reverse 
engineering of an existing product, not development of an 
alternative by original research and experimentation. Again, as 
described in more detail below, the process of developing a 
generic drug product does not in any sense constitute "reverse 
engineering." Furthermore, FDA views generic drugs as new drug 
products . 

In a number of meetings, the taxpayer to whom the TAM was 
directed attempted to persuade the IRS that the IRS position was 
incorrect. When it appeared the IRS would not change its 
position, that taxpayer, together with the Organizations, brought 
the issue to the attention of several members of Congress. Their 
effort culminated in a legislative proposal during the last 
Congress to clarify the application of the R&E credit to expenses 
incurred in developing generic drugs. Under the proposal, a 
generic drug would not be treated per ^ as a duplication of an 
existing business component. That is. Section 41(d) (4) (C) would 
specifically state that mere "duplication" of performance by an 


Section references are to the Internal Revenue Code unless otherwise noted. 
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alternative product would not preclude the credit, so long as all 
the other conditions of Section 41 were satisfied. Therefore, 
taxpayers would be permitted to show, on a facts and 
circumstances basis, that the expenses incurred in conducting 
"research and experimentation” to produce a generic drug would 
qualify under Section 41, 

The proposal was the subject of a hearing on October 6, 1994 
before the Select Revenue Measures Subcommittee of this 
Committee. At that hearing, Glen Kohl, the Tax Legislative 
Counsel, took the position on behalf of ttte Treasury that 

the costs of developing a product that is new for a 
particular taxpayer can qualify for the credit even though 
other taxpayers already offer similar products. The only 
express limitation that applies to competing products is the 
exclusion for products developed by duplication .... The 
question of whether the development of generic drugs is 
qualified research or nonqualified duplication should be 
resolved on a case-by-case basis, using the same standards 
that apply to other products in taking into account all of 
the relevant facts and circumstances of each case. Hearing 
Record, p.9. 

Congressman Payne asked Mr. Kohl "fils it the position of 
the Treasury that a generic drug is simply a duplication of a 
brand name drug?" Mr. Kohl responded, "Iw]e think that for a 
generic drug you have to look at the facts and circumstances . . 

. . The Treasury Department is . . . saying , . . that the rules 
the Congress has enacted in the past should apply to the facts 
involved in developing a generic drug." Hearing Record, p.l3. 
Later, Mr. Kohl noted that if the duplication issue were resolved 
favorably the credit would be available for the expenses of 
developing the generic drug. W. 

Treasury's description of the scope of the R&E credit is 
precisely what the industry has previously argued to the IRS. 

That position is completely consistent with the legislative 
history of the R&E credit. 

Subsequent to the hearing, representatives of the taxpayer 
and the Organizations met with Mr. Kohl and Paul Kugler, 

Assistant Chief Counsel of the IRS in charge of Passthrough and 
Special Industries, in an attempt to resolve the inconsistency 
between the Treasury's statements and the holding of the TAM. In 
that meeting the scope of the duplication exclusion was discussed 
further. The question posed was whether, assuming all other 
conditions of the RfcE credit were satisfied, the mere fact that a 
taxpayer's product achieved similar or the same performance or 
results as another's would by itself preclude the R&E credit 
under the duplication exception. (For example, would a synthetic 
diamond developed by qualifying research and experimentation be 
disqualified from the RiE credit?) Mr. Kohl stated that in his 
view it would not. In contrast, Mr. Kugler appeared to be of the 
view, with respect to generic drugs having an active ingredient 
which is composed of the same molecule as the brand product, that 
"bioequivalence" of drug performance as required by FDA law is 
fatal to the R&E credit under the duplication exception. 

Treasury and the IRS were asked to reconcile their apparent 
conflict, perhaps in the context of a revenue ruling project. 

Mr. Kohl indicated that the appropriate course of action was to 
pursue the matter further with the IRS. 
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On March 1 , 1995, following Mr, Kohl's suggestion, 
representatives of the taxpayer and the Organizations met with 
Marlene Gross, Acting Deputy Chief Counsel of the IRS, Mr. Kugler 
and members of their staffs to discuss the matter further. At 
that meeting it was made clear that in the IRS view any generic 
drug product that (i) uses the same molecule of active ingredient 
as the corresponding brand product, and (ii) achieves the same 
therapeutic result as a brand name product is excluded from 
credit benefits by Section 41 (d)(4)(C). It was also clear that 
Ms. Gross, who is in a position to overturn that IRS position, 
has no intention of so doing. 

Virtually all of the generic industry products meet these 
two conditions. Moreover, despite contrary Treasury views, the 
IRS has made it clear that it will not change its position. It 
is thus highly likely that this position will be taken by IRS 
auditing agents against all companies manufacturing generic 
products to preclude the tax credit for such products. 

Therefore, the only avenues to resolution of this issue are 
litigation on the individual companies* tax deficiencies or 
legislation. Litigation is expensive and an unnecessary and 
unfair use of both taxpayer and Government resources in light of 
the statute, Congressional intent and Treasury's expressed views. 
Congressional reiteration of its original intent would eliminate 
the problem. 

DEVELOPING AND SECURING REGULATORY APPROVAL 
FOR A GENERIC DRUG 

A generic drug product is a new drug that can achieve the 
same therapeutic results as a brand name drug product and that 
can be substituted in prescriptions for the brand name product. 
What is new are the formula of inactive ingredients and the 
manufacturing and delivery process, and the research and 
experimentation of a generic drug manufacturer focuses on that. 

A generic drug is developed by original research that 
delivers a known active ingredient using a newly developed and 
unique combination and ratio of inactive ingredients with the 
active ingredient. While a generic product usually uses the 
active ingredient having the same molecular structure as the 
brand product, the other physical characteristics of the 
generic's active ingredient, such as the polymorphic form, 
impurities, and particle size, often affect the bioavailability 
of the final drug. Such effects must be compensated for by 
variations (i.e., differences) in the inactive formula and/or 
manufacturing process of the generic product (from those of the 
brand) , so that the generic product is "bioequivalent" to the 
brand within a tolerance allowed by the FDA. Such compensation 
(and other factors) usually result in the generic product having 
a different formula of inactive ingredients and a different 
manufacturing process from the brand. 

The identity, type, nature, characteristics and sources of 
each inactive ingredient must be intensively researched and 
evaluated because each ingredient must serve a specific purpose 
in the final formulation. Variations in combinations and 
identity of inactive ingredients with the active ingredient 
affect performance, as measured by bioavailability. The quantity 
and ratio of the inactive ingredients must be developed in 
combination with the active ingredient in the generic 
manufacturer’s own formulation to achieve a successful generic 
drug product. Every aspect of the formulation of any drug 
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product requires a delicate balance to achieve the desired 
result. Moreover# in addition to its own formulation, the 
generic drug manufacturer creates a new manufacturing process. 
That process described in detail the record of the October 6, 

1994 hearing at pages 27 to 30. 

A generic drug is, by definition, a new drug under the Food, 
Drug and Cosmetic Act (the "FDC Act"). 21 U.S.C. § 321(p){l} 
(1988) . It is a violation of the FDC Act to market a new drug in 
interstate commerce unless the FDA has approved a new drug 
application for the drug. 21 U.S.C. §§ 355(a), 331(d). 

A generic drug may be approved through one of two types of 
new drug applications. The only difference between FDA approval 
standards for the two types of new drug applications, (1) full 
new drug applications ("NOA") and (2) abbreviated new drug 
applications ("ANDA"), is that ANDAs require bioequivalence data 
rather than clinical studies- Compare 21 U.S.C. § 355(b) (1) (A) - 
(F) with 21 U.S.C. § 355(j) (2) (A) (i)-(vi) . Although an ANDA need 
not contain information on safety and effectiveness 
investigations, it is required to contain data demonstrating 
bioequivalence to a "listed" drug, i.e. , a drug previously 
approved in a full NDA. If a generic drug company's initial 
tests do not demonstrate bioequivalence, the company roust alter 
its formulation and/or manufacturing process and retest. The 
cycle of testing and revising the formulation is followed until 
(1) the tests indicate that the two products are bioequivalent 
within a range of plus or minus 10% to 20% with respect to the 
rate and extent of absorption or (2) the company fails to achieve 
its objective abandons its effort. 

An ANDA must contain the same types of information 
concerning components, composition, manufacturing methods, 
samples, and labeling, as a NDA. 21 U.S.C. § 355(j) (2) (A) (i)- 
(vi) (1986). Because the FDA considers each new drug as a unique 
product, an ANDA is not required to compare its qualitative and 
quantitative formulation and manufacturing process with that of 
the listed drug's manufacturer. See 21 U.S.C. § 355(j) (3) 

(1988). Each new drug's performance depends on product-specific 
variables, including chemistry, manufacturing, and control 
factors that are specific to the manufacturer and its product. 

For each new product it attempts to develop, a generic drug 
manufacturer goes through a process of experimentation to 
discover chemical properties of its source of the active 
ingredient, the dosage form technologies, combinations of 
inactive ingredients with the active ingredient, enclosures, and 
the equipment and manufacturing techniques that will produce a 
product that satisfies the ANDA performance test. 

CURRENT LAW AND CONGRESSIONAL INTENT 

Section 41(a), originally enacted as Section 44F in 1981, 
allows a tax credit for incremental "qualified research" 
expenses. Section 41(d)(4)(C), enacted in 1986, excludes from 
the definition of qualified research "any research related to the 
reproduction of an existing business component (in whole or in 
part) from a physical examination of the business component 
itself or from plans, blueprints, detailed specifications, or 
publicly available information with respect to such business 
component." The Treasury has yet to issue Regulations 
interpreting Section 41(d)(4)(C). 
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Ir. many cases the IRS has conceded that, but for Section 
41(d) (4) (C) , the expenses of developing a generic drug would 
constitute qualified research expenses. However, it takes the 
position that Congress intended generic drugs submitted for 
approval under the ANDA procedure to be "duplicative" of existing 
drugs and therefore ineligible for the credit under Section 
41 (4) (C) . 

A generic drug is not a "duplicate" of an existing drug. 

The FDA has supplied a statement included is the record of the 
October 6, 1994 hearing at pages 30 and 31, explaining the FDA's 
requirements for approving a generic drug and the agency's 
interpretation of the status of generic drugs under the FDC Act. 
In the view of the FDA, "Because a generic drug's performance 
depends on product specific variables, the FDA considers each 
generic drug as a distinct product. ... A generic drug is, 
therefore, not the same drug as the one approved in the NDA." 

Second, the activities listed in Section 41(d) (1) (4) are 
Congress' express illustrations of situations in which the credit 
will not be allowed because the research is not research in the 
experimental sense. A generic drug company's research activities 
are clearly experimental. 

Thus, the scope of the exclusion of research related to 
reproduction of an existing business component from an 
examination is the critical question. Although the heading of 
Section 41(d) (4) (C) is "Duplication of Existing Business 
Component," as noted above the exclusion is for "research related 
to the reproduction of an existing business component (in whole 
or in part) from a physical examination of the business component 
itself or from plans, blueprints, detailed specifications, or 
publicly available information with respect to such business 
component." Because a generic drug company conducts its own 
original research to produce its own new business components, and 
does not copy existing products by cloning or reverse 
engineering, its research activities are eligible for the Section 
41 credit under current law. 

The legislative history on this issue specifically states, 
"The exclusion for duplication does not apply merely because the- 
taxpayer examines a competitor's product in developing a 
different component through a process of otherwise qualified 
experimentation requiring the testing of viable alternatives and 
based on the knowledge gained from such tests." H. Rep. No. 841, 
99th Cong., 2nd Sess. (1986), at 11-75 (report of the Conference 
Committee on the Tax Reform Act of 1986, Pub. L. No. 99-514) 
[hereinafter "1986 Conference Report"). The plain implication is 
that a taxpayer who examines a competitor's product that achieves 
a particular result and then, through experimentation, develops 
its own original product that duplicates the result achieved by 
the competitor's product, is entitled to the Section 41 credit. 
The original formulation and manufacturing process developed in 
connection with a generic drug are clearly new and different 
business components under the statute. 

As explained in the 1986 Conference Report, duplication 
means producing something that exactly corresponds in composition 
and structure to an original. The House Ways and Means Committee 
Report explanation of the Section 41 changes in P.L. 99-514 (H.R. 
Rep. No. 426, 99th Cong., 1st Sess. (1985)) defines duplication 
as "The reproduction of an existing business item of another 
person from a physical examination of the item itself or from 
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plans, blueprints, detailed specifications, or publicly available 
infornation with respect to such iteni.” Such duplication is 
referred to as "reverse engineering" in the 1986 Conference 
Report at 11-75, restating the language from the Ways and Means 
Cor?inittee report cited above. A generic drug invention is not a 
duplicate or a reproduction, but is a new and different product; 
the new product duplicates results, but the product itself is not 
a duplicate or a reproduction. 

The conclusion that generic drug research should be entitled 
to the credit is reinforced by the numerous references to drug 
products in the legislative histories of Section 41 and Section 
174. In particular, the legislative history of Section 41 is 
crystal clear: "[CJosts of experiments undertaken by chemists or 
physicians in developing and testing a new drug are eligible for 
the credit because the researchers are engaged in scientific 
experiinentation. " 

Moreover, it is also clear from various amendments to the 
FDC Act and from legislative history that Congress intended to 
encourage the development of generic drug products. For example, 
in 1984, Congress estimated that the availability of generic 
equivalents to brand name drug products approved after 1962 would 
save American consumers $920 million over 12 years. H.R. Rep. 

No. 857, 98th Cong., 2d Sess., pt. 1, at 17 (1984). Older 
Americans, in particular, would benefit, since they use almost 
25'5 of ail prescription drugs. Id. In addition, the federal 
government would save millions of dollars from the increased 
availability of generic drug products, since it purchases drugs 
through the Medicaid program and in veterans' and military 
hospitals. Id, at 17, 19. State governments would also save on 
drugs purchased through Medicaid. Id . 

The availability of high quality, low cost alternatives to 
brand name drug products is desirable from both an economic and a 
public health standpoint. A generic drug product is usually sold 
for a significantly lower price than a brand name product. As 
mentioned above, the lower level of costs of research for generic 
drug developers compared to the development of a brand name drug 
results in lower credit compared to the major pharmaceutical 
houses, but it does not mean that the credit is not a major 
incentive for research. 

The research required to develop a generic drug product 
consists of experiments related to the physical content, form and 
production process of the new drug, and, once a model has been 
developed, studies that compare the model's bioavailability with 
the bioavailability of the target brand name product. These 
studies are necessary in order to obtain FDA approval to market 
the generic drug product. 21 U.S.C. § 355(j) (2) (A) (iv) (1988) . 
This process is less expensive, however, than the process would 
be if it also included the clinical studies necessary to show 
that a drug product is both safe and effective for the purpose 
for which it will be marketed. H.R. Rep. No. 857, 98th Cong., 2d 
Sess . , pt . 1 , at 19 . 

The potential for lower cost prescription drug products was 
one of the major factors that Congress discussed in connection 
with 1962 amendments to the Food, Drug, and Cosmetic Act. Drug 
Amendment of 1962, Pub. L. No. 87-781. The FDA established a 
procedure for submitting abbreviated new drug applications 
(ANDAsl for new generic versions of brand name products initially 
approved before enactment of the 1962 Amendment. See 21 C.F.R. 
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314.56 (removed by 57 Fed. Reg. 17950, 17963 (April 28 , 1992)). 
In a further effort to expand the use of lower cost generic drug 
products and increase competition within the pharmaceutical 
industry, Congress enacted the Drug Price Competition and Patent 
Term Restoration Act of 1984. Pub. L. No. 98-417. This Act 
amended the Food, Drug, and Cosmetic Act by adding an ANDA 
procedure for generic equivalents to any FDA-approved drug 
product for which a valid patent was not in force. 21 U.S.C. § 
355{j) . 

Congress clearly intended to encourage the development of 
generic drug products by enacting special FDA procedures. 
Excluding the costs of such development from eligibility for 
research-related tax benefits would flatly contradict that 
intent. Allowing research credits for brand name drug product 
development while denying such credits for generic drug product 
development would decrease the competitiveness of generic drug 
products, discourage the development of generic products, and 
increase the costs of generic products. Congress certainly did 
not intend the application of the R&E credit to produce such 
results . 


CONCLUSION 


It is frustrating to have to submit a statement to the 
Subcommittee and suggest that clarifying legislation is necessary 
because the Treasury will not exercise its tax policy authority 
and direct the IRS to interpret the statute in accordance both 
with its views as expressed before a Congressional Committee and 
with Congressional intent. The generic drug industry believes 
the result it seeks would ultimately be achieved through costly/ 
time consuming litigation. Clearly these costs can be totally 
avoided if the IRS were to change its position. If it does not, 
clarifying legislation will be needed to resolve the issue. 
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Chairman Johnson. Thank you very much. 

Mr. Steel. 

STATEMENT OF GORDON M. STEEL, VICE PRESmENT OF 

FINANCE AND CHIEF FINANCIAL OFFICER, XILINX, INC., SAN 

JOSE, CALIF. 

Mr. Steel. Thank you. Madam Chair and members of the sub- 
committee, good afternoon. I am Gordon Steel. I am the vice presi- 
dent of Finance and chief financial officer for Xilinx, Inc. I wish to 
thank the subcommittee for providing me the opportunity to testify 
on what I consider to be a technical flaw in the R&D credit defini- 
tion as it applies to startup companies. This has often been re- 
ferred to as the R&D equivalent of the “notch baby” issue. 

By way of background, Xilinx is based in San Jose, Calif., and 
is the world’s largest supplier of programmable logic semiconduc- 
tors and related development systems software. Founded in early 
1984, Xilinx, in late 1985, introduced a new prt^ammable compo- 
nent, the field programmable gate array, or FPGA. This market is 
currently in the vicinity of $400 million in size, and is projected by 
some analysts to grow to some $1.5 billion by the end of this dec- 
ade. 

In the fiscal year that ended March 1995, Xilinx reported reve- 
nues slightly in excess of $350 million. We currently have approxi- 
mately 1,000 employees of whom 750 are located in San Jose, 
Calif.; roughly 250 are employed in R&D. I note in passing that 
two companies represented on this panel are customers of ours. 

Perhaps the most critical ingredient in fueling Xilinx’s growth 
has been our substantial commitment to research and development 
in a variety of areas including software development, integrated 
circuit design, and manufacturing process engineering. The success 
of our R&D efforts has provided our customers with the industry’s 
broadest range of products and with consistent predictable en- 
hancements in performance and reductions in cost. It has also led 
to substantial increases in employment not only at Xilinx, where 
employment has g^fown more than 25 percent annually, but also for 
many of the firms with whom we work. 

The pace at which new technology is introduced is accelerating 
rapidly. Accordingly, I am convinced that the commitment to re- 
search and development in the future will be even more critical to- 
morrow than it is today. 

The implementation of the R&D tax credit has significantly ex- 
panded business commitment to R&D, not only for startup compa- 
nies like Xilinx, but also for many major corporations as well. I am 
concerned, however, that a technical glitch concerning the defini- 
tion of a startup company will severely limit or even miminate the 
intended benefits of the R&D credit for those fast-growth corpora- 
tions who commenced operations in 1984, 1985, or 1986. 'This in- 
cludes companies such as Sierra Semiconductor of California, Se- 
quent Computer Systems of Oregon, and Xilinx. 

"rhe explanation of this technical glitch is rather complex. Under 
the current approach, only qualified research expenses over a fixed 
base amount are eligible for the credit. In 1989 the computation of 
the fixed base amount was changed. Recognizing that companies in 
a startup mode will experience distorted relationships between re- 
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search expenses and gross receipts, ConOTess provided a special 
base for startup companies. Specifically, those companies that did 
not have gross receipts and qualified research expenses during at 
least 3 years of the base period bemnning 1984 through 1988 were 
eligible to use a lower ratio of qualified research expenses to gross 
receipts. 

This definition inadvertently introduces a problem, since those 
companies that were unfortunate enough to have started oper- 
ations in 1984, 1985, or 1986 were ineligible to use the lower ratio. 
Xilinx’s experience can highlight this point. As a result of our start- 
up operations, which began in 1984, our year fixed base percentage 
or research to gross receipts is so high, at approximately 26 per- 
cent, that for the foreseeable future we will receive no R&D credit 
even though our R&D expenditures are approximately 13 percent 
of our aggregate revenues. Our inability to utilize the credit places 
us at a significant competitive disadvantage relative to many of our 
competitors. We understand, from speaking with some of those in- 
volved in putting the initial provision together in 1989, that this 
result was not intended. 

The remedy to this technical glitch is straightforward — change 
the definition of a startup company to include any company wim 
its first year of both research and development and revenues in 
1984 or thereafter and to discontinue the 3-out-of-5-years’ require- 
ment. 

This proposal has been endorsed by the AEA, American Elec- 
tronics Association, which represents some 3,000 U.S. technology 
companies ranging from small startups to Fortune 100 firms. 
Based upon a revenue estimate given on this proposal when it was 
introduced in H.R. 11 in 1992, a bill that was vetoed by President 
Bush for reasons unrelated to this issue, the cost of this correction 
over 5 years was estimated to be under $50 million. I assume that 
the cost would be similar today. 

On behalf of Xilinx and other similarly situated companies, I re- 
quest that you seriously consider rectifying this problem through 
either a technical correction or through another form of R&D credit 
legislation. 

Thank you again for providing me with this opportunity to share 
my views. 

[The prepared statement follows:] 
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Madame Chair and Members of the Subcommittee. My name is Gordon Steel I am die 
Vice«President of Finance and Chief Financial Officer of Xilinx, Inc. Xilinx is based in 
San Jose, California and is the world's le^iing supplier of complementary metal oxide 
semiconductor (CMOS) programmable logic and related development system software. 
In March 1995, the end of our most recent fiscal y^, Xilinx had approximately 850 
employees wc^wide, the majority of whom are located in the United States. 
Arorcndmately 35% of our total revenue comes from sales made to customers outside the 
U.S. Founded eleven years ago, Xilinx's last fiscal year generated revenues in excess of 
$350 million. R&D expenses over the past ten years exceeded $150 million. 
Approximately 28% of our employees are engaged in R&D in San Jose, California. 

t wish to thank this Subcommittee for providing me this opportunity to testify on what 
I consider to be a technical flaw in the R&D credit definition of start-up companies. This 
^tch severely impacts IGlinx as well as a few other similarly situated companies such 
as Sierra Semioox^uctor from California and Sequent Cmnputer Systems of Oregon — 
and has resulted in our receiving reduced credits since the credit structure was changed 
in 1989. In its current form, the R8cD credit provision would preclude us fiom realizing 
such credit, even though our research expenditures have increased substantially each 
year since the inception of file company. 

Xilinx was founded in 1984 by three former Zilog employees with a product concept and 
future vision that the R&D credit was designed to encourage. As a result of our 
successful R&D efforts, Xilinx had revenues in excess of $350 miUion for our most recent 
fiscal year and offers the industry's broadest selection of programmabie logic devices. 
The success of our R&D ef for ts has also fodlitated our annual growth in revenue, whidi 
has averaged 48% per year since becoming a public company in 1990. The first field 
programmable gate array (FPGA), introduced in 1985, cost $^. Today, the same part 
sells for $5, due in part to the research and development undertaken by Xilinx. 

Before the structure of the credit was changed in 1989 and the start-up definition was 
written in such a way as to exclude certain start-up companies, file R&D credit was 
critically important to Xilinx, even though we couldn't currently use the credit dollars 
because of the net operating losses associated wifii an R&P intensive start-up operatioiL 
The credit was very important to us, nonetheless, because it reduced our effective tax 
rate for book accounting purposes, which in turn reduced our cost of capital As a 
result, 1 believe that it worked as an incentive to encourage Xilinx to spend more on 
R&D. I further believe that the technical g^toh referred to as the ’‘notch baby issue" 
which prevents us from obtaining any credit is incompatible wifii fiie objectives of file 
R&D credit and accordin^y should be co r rect e d. 


2100 Logic Drive • San lose. California 9512-4 • telephone: 408-559-777S 
TWX: 5106008750 • Easylink: 62916309 • FAX: 408-5S9-7114 



162 


THE TECHNICAL Gl.nXJi AFFECTING START-UP COMPANTF-S I.IKF. Xn.TMX 

Under the current credit, only qualified research expenses over a fixed base amount are 
eligible for the credit In 1989, ^e base calculation was changed so that the base is now 
computed by multiplying the ratio of a company's qualified research expenses to gross 
receipts for 1984-1988 by the company's average gross receipts in the prior four years. 

Recognizing that companies in a start-up phase will experience a distorted relationship 
between research expenses and gross receipts in their initial years of operation. Congress 
provided a special ^ed base for start-up companies. Sf>ecifically, under those rules, a 
start-up company is defined as any company with fewer than 3 years of both gross 
receipts and qualified research expenses during tiie base period (1984-1988). 

The problem with this three out of five year test is that it affords incompatible treatment 
for R&D credit for those companies that began during the early years of the base period, 
as contrasted with those starting in ttie later years of that period or thereafter. Indeed, 
any successful company that starts selling or starts R&D in the early years of that period 
would not have stopped R&D spending or sales during the later years of that period. 
As such, any company with its fiwt year of boti\ gross receipts and R&D falling in 1984, 
1985 or 1986 will not be considered a start-up company even though its R&D to sales 
ratio could have been well beyond 100% during many of the base years. We understand 
from those involved in putting the provisi<m hither in 1989 that this result was never 
intended. 

Xilinx is a perfect example of the inequity exacted by this rule. Like many companies 
in the early to mid 80's, Xilinx was fui^ed by venture capital. This initial capital 
provided the founders of the company with the resources and time necessary to develop 
a marketable product without the immediate need to generate revenue to cover operating 
costs. As a result, in the early years of operations, the company's R&D as a percentage 
of sales was extremely high. 

Xilinx incurred its first year of research costs in 1984 and its first year of gross receipts 
in 1985. As a result, our four year fixed base percentage is so high (approximately 26%) 
that for all of the foreseeable future, we will not receive any R&D credit, even Aough 
our R&D expenditures are approximately 13% of our total revenue. Our history and our 
R&D to sales ratio show that we were clearly in a start-up phase and thus, were the type 
of company Congress intended to include in fiiture eii^bility. 

Without This Change The Credit's Incentive Value is Zero For Companies Like Xilinx: 
We agree that the best policy goal of the cr»iit should be to cause companies to spend 
more on R&D than they otherwise would without the credit This increased R&D effort 
is beneficial to society because companies will be better able to bring new and more 
efficient technologies to society. In Xilinx's case, however, the credit doesn't work 
because of the technical glitch. 

The Credit Actually Puts Xilinx at a Competitive Disadvantage vis-a-vis itsXompetitors : 
More importantly, the current start-up company definition puts Xilinx at a significant 
disadvantage when we compete with an already established company or a new 
company. Either of these companies will get a 20% incentive for the extra R&D they 
spend in developing future generations of product We, in contrast, will not receive 
such assistance. 

The high technology industry has evolved and changed over the years since Xilinx 
began business. The overriding mainstay to survival in the marketplace is having a 
competitive edge. Without an R&D cre^t Xilinx will be at a distinct disadvantage 
against our competitors due to our misfortune of having our first year of sales and R&D 
in 1985 rather than in 1987 or beyond. 


PROPOSAL 

The proposal that would solve this problem is very simple. It would be to change the 
definition of a start-up company to indude any company with its first year of both R&D 


163 


and sales in 1984 or thereaftgr. Indeed, this revised definition was included in H.R. 11 
in 1992, which was vetoed by President Geor^ Bush for reasons unrelated to this issue. 
At the time, the cost of this ^ over 5 years was estimated to be under $50 million, a cost 
that 1 would expect to be similar today. 

The American Electronics Association (AEA), which represents some 3,000 U.S. technology 
companies ranging from small start-ups to Fortune 100 firms, has also endorsed this 
technical correction. I hope that you seriously consider fixing this problem through 
a technical correction or through another form of R&D credit legislation to ensure that 
start-up companies like Xilinx who began business during the early years of tfie fixed 
base period (1984-1986) are not penalized merely for the year they were formed. 


Xilinx is a perfect example of an innovative, leading edge technology company doing 
business in a rapidly evolving marketplace in an industry where commitment to 
substantial expenditures of R&D is essential. We ask that you acknowledge the 
oversight that resulted from the 1989 tax legislation with respect to the start-up 
definition. We also ask for your support in mai^g this technical correction. 


I would be happy to answer any questions you may have. 
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Chairman Johnson. Thank you very much, Mr. Steel. 

How do the rest of you react to Mr. Steel’s proposal? 

Mr. Jernigan. It doesn’t impact AMD, but I think it is a worth- 
while proposal. 

Mr. Kostenbauder. At Hewlett-Packard, it doesn’t impact us. 
We weren’t involved in starting up during that 1984—88 period. 

Chairman JOHNSON. Because we have heard this from a number 
of folks, I appreciate your being specific. 

In terms of the discussion that you have heard from Members 
and the preceding panels, would any of you care to comment on the 
issue of moving to a simpler, flat tax versus retaining the incre- 
mental tax with its complexities? 

Mr. Jernigan. I would like to comment on that. 

AMD would very much support a flat tax, because with our high 
R&D to sales ratio of 18 percent for the last 11 years and increas- 
ing every year, the present formula is just not working; and some 
companies are benefiting, others are not, and I think the flat tax 
is the only way to be equitable to all of the companies in the coun- 
try that do R&D. 

It is also simple, and I think that is very worthwhile. 

Mr. Kostenbauder. I make the observation that for at least the 
limited amount of revenue that is available to fund it, the more in- 
cremental, the higher the rate; and the higher the rate, obviously 
the more incentive impact there can be. 

On the other hand, as my testimony described, the structure of 
the credit as it exists has the impact of providing, at least in a 
number of cases, significantly greater R&E credit in cases that 
really do not have a lot to do with a company significantly respond- 
ing to the incentive, but rather a company perhaps switching the 
mix of businesses in which it is already operating, or conducting its 
business in some other way that impacts this relationship between 
revenue and sales. 

The point was made on another panel that today’s sales have a 
lot to do with yesterday’s R&D. I think to the extent that there is 
a disconnect on that point, which isn’t addressed structurally, cer- 
tainly moving toward a flat credit would help to ameliorate that 
phenomenon. Although if we can figure out a way to do it, some- 
thing that keeps more of an incremental nature has the benefit of 
a higher rate. We don’t have the final answers, but we are pleased 
to try to work with everyone to resolve this conundrum. 

Chairman Johnson. Mr. Jones, in your experience in dealing 
with the IRS, in some of these cases wouldn’t a simpler tax struc- 
ture make it far easier for companies to benefit from this tax? 
From what I have heard today, I don’t see any way we can fix the 
definition of what is an eligible expense. Aside from the base period 
issue, what is an eligible expense is very unclear to me, and I 
should think it would be increasingly difficult for companies to allo- 
cate expenses to innovative work versus work. 

Mr. Jones. It is hard to say. In dealing with IRS controversies, 
I don’t think the controversies arise so much over the mechanical 
computations and looking at the base period, but from the defini- 
tional problem. I agree that is not something that we are going to 
solve today or that perhaps even Congress can solve. 



165 


Some would say I am being too generous to IRS, but I really feel 
that to a great extent their problem has been, as the law has 
changed, they too have had to deal with this uncertainty. I have 
heard it from some within the IRS that if it isn’t going to be en- 
acted on a permanent basis, why should we continue to focus re- 
sources on it? I think permanent enactment, in whatever form, 
would allow the IRS to give ^idance to start taxpayers to work 
with the IRS and make sure that everyone understands the rules. 

I don’t necessarily think that a flat credit is going to be any sim- 
pler in terms of tax administration. Obviously, the IRS would have 
to give you their opinion on that. But I suspect most of the con- 
troversy, as you have suggested, will revolve around whether or not 
the activity is qualified or not. 

Chairman Johnson. Why wouldn’t it be much simpler? 

Mr. Jones. It would be simpler in terms of the computations. 
That is not the issue with the IRS. The issues and the controver- 
sies I am involved in with the IRS are whether or not a certain 
type of activity even qualifies. 

As we have indicated in our prepared statement, it took the IRS 
a couple of decades to get guidance out at the very base threshold 
level. But again, the controversies that we see are not necessarily 
over the computation. It is more or less over the definitional as- 
pects of the credit. 

I know that the gentleman to my left testified about the prob- 
lems with generic drugs. That is a poignant example of what has 
occurred to date. It is a definitional problem. 

Mr. Gutman. I aCTee. It is simple to do one mathematical proc- 
ess, multiplying a flat number times a base. It is not much more 
difficult to do some averaging and then multiply numbers against 
a base. What is really hard is to try to fi^re out what is eligible 
for the credit. That is where we have been having the difficulty. 

That is what my statement was about and my particular situa- 
tion, I suspect, is not one in isolation. 

Chairman Johnson. I certainly would hope that you would give 
us your thoughts on how we could simplify the terminolo^, what 
is elimble. Because the staff has helped me understand why I 
thought this would be a lot simpler than it is clearly going to be. 
But I think that a much cleaner line, if we are going to make this 
permanent, we have to do a better job of clarifying what is in and 
what is out. 

Your thoughts on that would be very useful. 

[The information was not available at time of printing.] 

Chairman Johnson. Mr. Steel. 

Mr. Steel. I would agree with the previous two speakers that 
the administration issue would not necessarily greatly simplify the 
efforts involved. The problems are more like in definition and im- 
plementation. 

At the risk of displaying ingratitude to the earlier two speakers, 
who were kind enough to support my position for tax relief for com- 
panies in the 1984-88 timeframe, I would argue slightly differently 
with respect to the flat rate versus the incremental. My argument 
would go much along the lines of Randy Capps, a previous speaker. 

I suspect most employees who are serving with a rapid-growth 
firm would favor an incremental approach, as it probably provides 
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the greatest incentive to them for their overall R&D commitment. 
As I am sure you are aware, the incremental approach has a cap 
for very rapid-growth companies, 10 percent of R&D. So, clearly, in 
those cases where a flat tax rate would be 10 percent, that would 
be break-even to us if we are experiencing very, very rapid growth, 
but I doubt that that would be the percentage that will be seen as 
wise by Congress. 

I also point out that employment over the last 5 years or so has 
been driven not so much by the Fortune 100 companies but rather 
by the rapid growth of small and medium-sized companies who 
have leveraged high technology very successfully. I believe that the 
most direct incentive to that future growth is to reward those 
rapid-growth companies by providing some additional incentive in 
the R&D arena. 

Mr. Jernigan. Madam Chair, I would like to give a different per- 
spective on the simplicity issue. I think it is more than just a me- 
chanical simplicity. 

Having a flat rate credit would also have simplicity value as far 
as determining what R&D is for any kind of base period — whether 
1984-88, what is the R&D per year? If you move the base to a cur- 
rent year, you still have to determine, what is the R&D for each 
of those years? You are going to have to determine the sales for 
each of those years; you are going to have to determine the current 
year’s sales. This has complexity, and just going to a flat credit on 
the current year’s R&D would be much simpler, in my view. 

Mr. Jones. I might add, our experience again with the IRS has 
been that most of the fights are over the definitional issues; and 
those fights, I can assure you, consume an awful lot of time and 
professional fees that could be more appropriately devoted to re- 
search activities. So certainly to the extent that the subcommittee 
and Congress can help in giving the IRS some guidance to put a 
little more meat on the definitional bone, that would be most help- 
ful, and we would be glad to help in any way possible. 

Chairman Johnson. I will appreciate your comments on the new 
regulations that the IRS is about to publish in this area. They 
promise that they will be out veiy soon. 

Mr. Jones. The allocation issues, yes. 

[The following was subsequently received:] 
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- 2001 M. Straet, N.W. 
Washington, DC 20036 


Telephone 202 487 3800 


Telefax 202 822 8887 


September 1 1, 1995 


The Honorable Leslie B. Samuels 
Assistant Secretary (Tax Policy) 

United States Department of the Treasury 
1 500 Pennsylvania Avenue, NW 
Washington, DC 20220 

The Honorable Margaret M. Richardson 
Commissioner of Internal Revenue 
Internal Revenue Service 
1111 Constitution Avenue, NW 

Washington, DC 20224 - - 

The Honorable Stuart L. Brown 
Chief Counsel 
Internal Revenue Service 
1111 Constitution Avenue, NW 
Washington, DC 20224 

Attention: CC:DOM:CORP:T:R (INTL-0023-95) 

Room 5228 

Dear Sir or Madam: 

We respectfully submit the following comments on the proposed regulations released May 19, 
1995 (INTL-0023-95), governing the allocation and apportionment of research and 
experimental expenditures for purposes of determining taxable income from United States and 
from foreign sources. 

The Treasury Department and IRS have long recognized the importance to the United States 
economy of research and experimental ("R&E”) activities conducted in the United States, and 
the significant impact the existing provisions of the tax law governing the allocation and 
apportionment of R&E expenses (in determining a taxpayer’s net income from United States 
and foreign sources) have on a taxpayer’s R&E activities. The continued attention and concern 
of the Treasury Department and IRS is most recently reflected in the Treasury Department's 
report released May 19, 1995, "The Relationship Between U S. Research and Development and 
Foreign Income" (the "Treasury Report”), and proposed regulations issued on that same date 
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(lNTL-0023-95, hereinafter the "Proposed Regulations") prescribing rules governing the 
allocation and apportionment of R&E expenditures. 

We note with approval that the Proposed Regulations would favorably modify existing 
regulations in several significant respects — e.g., permitting a taxpayer to use three-digit SIC 
code categories in allocating its R&E expenses among its different activities, and increasing 
from 30 percent to 50 percent the percentage of R&E expenses that may be exclusively 
apportioned to income arising from the geographic location where the R&E activities are 
performed. Though the changes to existing regulations that are proposed are welcome, we 
believe certain additional modifications and clarifications are necessary to improve their 
efficacy. The amendments we propose are consistent with and follow upon the basic 
conclusions of the Treasury Report on the relationship between a taxpayer's United States R&E 
activities and its net foreign source income. In particular, we recommend the following changes 
to the proposed regulations: 

1) to apply the "exclusive allocation" rule to a greater percentage of R&E expenditures, 

2) to allow taxpayers to apply the optional gross income method of allocation without 
making a binding election, 

3) to allow taxpayers the option of applying more focused SIC code categories, 

4) to clarify the rules governing the treatment of a possessions corporation that has 
elected the profit split method under section 936(h)(5)(C)(ii) of the Code, and 

5) to modify the proposed effective date in cases where a taxpayer otherwise would be 
unable to apply either these regulations or section 865(0- 

/. The "exclusive allocation" percentage should be increased 

We believe the “exclusive allocation” rule should apply to a greater percentage of R&E 
expenses attributable to activities performed in the United States. As the Treasury Report 
states, there is considerable uncertainty in determining the factual relationship between R&E 
expenses attributable to activities in the United States and foreign source income. Indeed, the 
Treasury Report states that there is a wide range of uncertainty, and its own estimate under the 
50 percent exclusive allocation rule of the Proposed Regulations would result in an allocation of 
an amount that is within the range of estimates determined in the report but that is considerably 
above the lower end of that range. 
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For several reasons, we believe it is appropriate to adopt an exclusive allocation percentage that 
is at the lowest end of the “range of uncertainty” described in the Treasury Report. First, the 
Treasury Report rightly concludes that there is a high level of uncertainty in its determinations. 
Second, the Treasury Report’s own estimation of the impact of the allocation under the 
Proposed Regulations would be significantly above the lower end of its range of uncertainty. 
Perhaps most importantly, the Treasury Report and the Congressional consideration of this issue 
all acknowledge the fundamental importance of United States-based R&E activities to the U.S. 
economy generally and the sensitivity of these activities to the effects of the tax law. 

Specifically, for the reasons discussed below, we believe an exclusive allocation percentage of 
64 percent is appropriate. First, a 64 percent exclusive allocation percentage has been 
statutorily endorsed by a prior Congress, which recognized that a reduction in U.S. -based R&E 
activities might adversely affect the competitive position of the United States. Congress also 
recognized that tax rules allocating an inappropriately large amount of R&E expense to foreign 
source income might unduly increase the tax cost of these activities to U.S. taxpayers - notably, 
in the common circumstance where a foreign jurisdiction fails to allow the U.S. taxpayer a 
deduction for amounts allocated under U.S. rules to foreign source income, the foreign tax 
credit limitation available to the taxpayer would be inappropriately reduced. See section 
1 1 1 14(a) of Pub. L. 101-239; H.R. Rept. No. 247, 101st Cong., 1st Sess. 1205-1208 (1989); see 
also H.R. Rept. No. 795, 100th Cong., 2d Sess. 458 (1988) (A 64 percent threshold would be 
"consistent with tax and competitiveness policy while reducing somewhat the cost of [an earlier 
67 percent threshold.]"). 

Second, the Baily-Lawrence study discussed in the Treasury Report and the Mansfield and 
Romeo data upon which it is based (also cited in the Treasury Report) conclude that a 64 
percent exclusive allocation is an appropriate figure. We find the conclusions of the Baily- 
Lawrence study difficult to challenge, and are concerned with the arguments presented in the 
Treasury Repon that attempt to rebut certain of the study's conclusions. For example, the 
Treasury Report states that the growing integration of the world economy has resulted in a 
decrease from that relied upon in the Baily-Lawrence study in the time lag between the 
introduction of technology in the United States and its introduction abroad. The Treasury 
Report then states that a shorter time lag would Justify a smaller exclusive allocation 
percentage. 

We are surprised by this conclusion of the Treasury Report, and find it internally inconsistent. 
Our own experience in high technology industries suggests that for many of the new 
technologies developed in the United States, the time lag between introduction in the United 
States and introduction abroad has actually increased (one of a number of examples is the fiber- 
optics industry). Thus, we do not believe that the Treasury Report’s sweeping conclusion 
applies to industries in the higher end of the technological spectrum, though this determination 
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could be true with respect to certain industries that are not technology-intensive. The results 
described in the Treasury Report in this regard therefore are misleading. Moreover, the 
Treasury Report also states that there may be a longer lag in the application of R&E to foreign 
income than to domestic income. Though this statement appears directed at the lag in the 
realization of a return on technology outside the United States rather than the introduction of 
technology outside the United States, as a blanket statement it cannot be reconciled with the 
Treasury Report’s determination that a globalized economy would lead to a shorter lag in the 
introduction of technology abroad. 

The foregoing discussion illustrates a fundamental flaw in the Treasury Report and the evidence 
upon which it relies - namely, the Treasury Report fails to distinguish between the application 
of R&E activities of high technology versus low technology industries, (n the latter case, we 
believe that R&E expenditures are likely to be low. Including these industries in the figures 
relied upon in the Treasury Report's "Estimating the Domestic Return to U.S. R&D" results in 
grave distortions. To a certain extent the Treasury Report acknowledges these distortions, 
noting in its discussion of its principal and alternative methodologies that computing a return on 
domestic R&E is subject to "substantial error." The substantial error is illustrated by the very 
numbers the Treasury Report presents: it states that for 1990 the domestic R&E expenditures 
amounted to $63.5 billion, yet projects a range of return on this investment the low end of 
which is $104.8 billion, which we believe is an unusually modest projection. This projection 
may indeed factor too heavily the impact of low R&E industries that distort the true economic 
impact of R&E activities generally. 

These uncertainties, inconsistencies, and possible substantial errors preclude any sort of 
substantial reliance on the range of results projected by the Treasury Report in its Table 1. 
Instead, these figures must be adjusted to accommodate more fully the imperfections of the 
methods to avoid any undue economic impact on this critical U.S. activity. Accordingly, we 
believe the range of results should appropriately be expanded to include an allocation that 
utilizes an exclusive apportionment of at least 64 percent, 

2. The optional gross income method election should not be binding 

The Proposed Regulations dictate that the optional use of the gross income method of allocation 
is available only if the taxpayer makes an election binding on the taxpayer for all subsequent 
years unless revoked with the consent of the Commissioner. Prop. Reg. section 1 ,86 1 - 
8(e)(3)(iiiXC). The requirement that the gross income method is available only by making a 
binding election represents a significant limitation on the ability of taxpayers to manage 
effectively the tax cost associated with their R&E expenditures. As noted above, the Treasury 
Report itself emphasizes the considerable uncertainty associated with the determination of the 
factual relationship between R&E activities conducted in the United States and foreign source 
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income. The dictate that taxpayers make a binding election for apportioning expenses under the 
gross income method forces taxpayers to commit to a position involving an allocation of 
expenditures for which the tax effects are profound, but whose policy base is uncertain. 
Moreover, this position is inconsistent with the Treasury Report’s acknowledgment of this 
uncertainty. Accordingly, we recommend deletion of the binding election requirement, and 
propose instead to allow taxpayers annually to choose to apply the gross income method of 
allocation, which would be entirely consistent with the existing regulations. 

3. Taxpayers should be permitted the option of applying more focused SIC codes 

In dividing a taxpayer’s R&E expenses among its different product categories, the Proposed 
Regulations provide that the taxpayer may determine its relevant product categories by 
reference to the three digit SIC code. This refines the provisions of existing regulations limiting 
the allocation to product categories determined by reference to the two digit SIC codes, and 
prohibiting any subdivision of categories. It is unclear from the language of the Proposed 
Regulations, however, whether application of the three digit code is mandatory where it is 
available, or if the two digit SIC code may otherwise be used. See seventh and eighth 
sentences of Prop. Reg. section 1 .86 1 -8(eX3Xi)(B). It is appropriate to allow taxpayers 
flexibility in determining the specificity with which it may define its product categories. 
Therefore, we urge that the proposed regulations be clarified to permit taxpayers to choose 
whether to utilize the two digit SIC code. 

Consistent with this view, it also would be appropriate to allow taxpayers that have information 
sufficient to allow them to define a product category by reference to a more specific SIC code 
(i.e., of four, five or greater digits) to choose those product categories, so long as the taxpayer's 
method is consistent from year to year and cannot be changed without the Commissioner’s 
approval (as provided in the Proposed Regulations). 

4. Taxpayers electing section 936 profit split method should be allowed corresponding 
adjustments 

Stated broadly, Prop. Reg. section 1.861-8(e)(3XiXC)(2) provides that sales and gross income 
from products produced in whole or in part by a possessions corporation will not be taken into 
account in allocating and apportioning R&E expenditures. Prop, Reg. section 1.861- 
8(e)(3)(i)(C)(2) provides that the R&E expenses taken into account for purposes of these 
provisions must be reduced by the amounts included in computing the cost-sharing amount of 
the possessions corporation under section 936(h)(5)(C(i)(l). A reduction is necessary to avoid 
double counting the same expenses — once in reducing the allowable income of a possessions 
corporation and a second time in reducing the parent company's foreign source income. Where 
the possessions corporation subsidiary has elected the profit split method prescribed in section 
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936{h){5')(C)(ii), however, the proposed regulations appear to require this improper double 
counting. This arises because the combined taxable income computed under the profit split 
method must be reduced by 120 percent of the applicable product area research expenses 
incurred by the parent corporation. To the extent the allowable income of the possessions 
corporation subsidiary has been reduced pursuant to this rule, it would be appropriate for the 
Proposed Regulations to prescribe a rule reducing by a corresponding amount the R&E 
expenditures taken into account under Prop. Reg. section 1.861-8(e)(3). 

5. Effective date should be amended to cover taxpayers otherwise excluded from both these 
regulations and section 865(f) 

Section 864(f), which prescribes a 50 percent exclusive allocation rule under both the sales and 
the gross income methods, is generally applicable for a taxpayer's first taxable year beginning 
on or before August 1, 1994. The effective date of the Proposed Regulations is proposed to be 
for taxable years of a taxpayer beginning after December 31, 1995. See Prop. Reg. section 
1 .861 -8(e)(3)(vi). The Proposed Regulations would allow a taxpayer to choose to apply the 
regulations instead to its taxable year beginning after December 31, 1994. In spite of this 
option, however, there remains a gap in timing under which a taxpayer whose taxable year 
begins after August 1, 1994 but before January I, 1995 can apply NEITHER the provisions of 
section 864(f) NOR those of the Proposed Regulations. We therefore urge that the optional 
effective date of the Proposed Regulations be amended to extend to taxpayers whose taxable 
years began after August 1, 1994. 
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We appreciate the opportunity to offer comments on the Proposed Regulations. If you have any 
questions on these comments or would like to discuss them further, please contact Nilesh Shah 
(714-850-4317) or Larry DeLap (415-354-4016). 

Respectfully, 

K.PMG Peat Marwick LLP 



R. L. DeLap ^ V 


Partner-In-Charge 

Information, Communications, and Entertainment 
Palo Alto 



Nilesh K. Shah 
Partner 

Information, Communications, and Entertainment 
Orange County 


cc: Benedetta Kissel, Acting Associate Chief Counsel (International) 
Joseph Guttentag, International Tax Counsel 



174 


Mr. Gutman. If I could make one comment, what I think you are 
hearing now and what you have heard this morning is an illustra- 
tion of an important tension that exists in terms of trying to deter- 
mine where the subsidy should go, how you determine whether it 
is going into the right place, and what is good and bad R&D. 

To the extent that the statute is less rather than more precise, 
the IRS is the entity that has to make that decision, and the kinds 
of difficulties that we encounter in practice come because the IRS 
is forced to make these kinds of decisions. Sometimes they make 
them in a way that is correct, sometimes probably against congres- 
sional intent; but the difficulty, I think, is endemic and has to be 
faced. When you are going to legislate this kind of incentive you 
have to decide the scope of the incentive and then who will decide 
who is entitled to it. That is a difficult tension. 

Chairman Johnson. I agree. I have seen this subcommittee go 
through those kinds of rethinking processes and struggle with 
those very issues. I would say that I want the subcommittee to go 
through that again on this. 

On the other hand, because of the overriding importance of per- 
manence, if there is one message that has been consistent, it is 
that we have to make it permanent; and it may be that because 
of our process, that will be all we can handle. 

Mr. Gutman. I understand that. I think that is very important. 

Chairman Johnson. I would like to bring to the committee a 
greater depth of discussion, or at least to the subcommittee. 

I have a vote. I will run over and vote. If the last panel will as- 
semble, I will be right back. Thanks. 

[Recess.] 

Chairman Johnson. Thank you very much. The hearing will re- 
convene. 

Mr. Warren of TRW. 

STATEMENT OF WILLIAM A. WARREN, VICE PRESIDENT, TAX, 

TRW, INC., CLEVELAND, OHIO, ON BEHALF OF ELECTRONIC 

INDUSTRIES ASSOCIATION 

Mr. Warren. Madam Chair, I am William Warren, vice presi- 
dent of Tax for TRW, Inc. TRW is a U.S. company, based in Cleve- 
land, Ohio, which provides advanced technology and worldwide 
products for the automotive, space, and defense markets. I am here 
today representing the EIA, Electronic Industries Association. EIA 
represents over 1,000 members involved in the manufacture of elec- 
tronic components for communications, industrial, government, and 
consumer end uses. 

Today, U.S. companies compete on a global basis. A sound R&D 
tax policy is essential if U.S. companies are to compete effectively 
in the global marketplace. A permanent and effective R&E tax 
credit is essential to this policy, along with a permanent and fair 
resolution of the continuing controversy on the section 861 R&D al- 
location rules. 

Since its inception, the R&E tax credit has provided a valuable 
economic incentive for U.S. companies to increase their investment 
in R&D in order to maintain their competitive edge in the global 
marketplace and to keep that R&D in the United States. On the 
margin, $1 of credit stimulates as much as $2 of additional R&D 
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spending in the long run, but this incentive effect is reduced be- 
cause of lack of permanence. 

At TRW, for example, we hold a leadership position on auto- 
motive safety systems such as air bags. The technology evolves rap- 
idly and we compete with many non-U.S. companies. Our tech- 
nology has led to major investments in the United States and thou- 
sands of U.S. jobs. However, despite our success to date, we must 
continue to invest in new R&D, and that new R&D must always 
have uncertain returns. Further, these high-risk R&D dollars must 
compete internally with other global capital budget opportunities. 
A permanent and effective R&E tax credit is needed in this envi- 
ronment. 

For many EIA companies, the current credit is very effective. 
However, for some, such as TRW, structural reform would be very 
helpful. Space technology products, for example, used to be over 50 
percent of our business; due to a downsizing of that se^ent, it is 
now about 40 percent. However, our historically hi^ levels of 
space technology research continue to be reflected in the 1984—88 
base period component of the credit calculation, which then re- 
stricts the deliverability of the credit on current automotive re- 
search. 

Permanence is a first priority. However, we urge the Congress to 
address these structural reform needs. 

The last issue is the allocation of U.S.-based research expense for 
Federal tax purposes. Under the section 861 regulations, first is- 
sued in 1977, U.S.-owned research -intensive companies with for- 
eign operations are required to treat a simificant portion of their 
U.S. R&D as if the research was, instead, conducted offshore for 
purposes of determining foreim tax credits. These arbitrary alloca- 
tions create a bias against U.S.-based research and against U.S.- 
owned companies competing in this global environment. 

In my experience, I have found no foreign country that allows a 
tax deduction for this research, which has, in fact, been conducted 
right here in the United States. Consequently, these U.S. compa- 
nies effectively lose the benefit of a deduction for a significant se^ 
ment of their U.S. R&D. Thus, American companies with U.S. R&D 
successfully competing in global markets are penalized. It also cre- 
ates a competitive disadvantage for those U.S. -owned companies. 
U.S. tax rules should not put any U.S.-owned companies at such 
a disadvantage. 

Absent relief, the only way to ensure full deductibility would be 
to perform the research in a foreign country. Of course, movement 
of such research abroad would be contrary to American economic 
interests, so the Congress has periodically and rightly imposed 
moratoriums on these 1977 rules. 
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Treasury has recently indicated that the 1977 rules in question 
are under review, which may lead to a permanent regulatory solu- 
tion. However, if not, we ask this subcommittee to support a per- 
manent legislative moratorium on the 1977 regulations using the 
so-called “64-percent solution” which has been previously enacted. 

We appreciate the support of past congressional leadership in 
urging Treasury to resolve the section 861 R&D allocation issue. 
We urge the Congress to continue this support. We also need a per- 
manent R&E tax credit to keep us competitive and, again, perma- 
nence is our No. 1 priority. 

Thank you very much. 

[The prepared statement follows:] 



177 


STATEMENT OF WILLIAM A. WARREN 
VICE PRESIDENT. TAX, TRW, INC. 

ON BEHALF OF ELECTRONIC INDUSTRIES ASSOCIATION 


My name is William A. Warren. I am Vice President of Tax for TRW Inc. TRWisaU.S. 
company based in Cleveland, Ohio, which provides advanced technology products and services 
for the automotive, space and defense, and information markets on a worldwide basis. 

I am here today representing the Electronic Industries Association (ElA). EIA is the industry's 
oldest, full service national trade association for the electronics industry, comprised of more than 
1250 companies involved in the design, manufacture, distribution and sale of electronic 
components, equipment and systems for consumer, commercial, military, industrial and space 
use. Overall, the industry was responsible for more than $340 billion in factory sales in 1994, of 
which approximately 30% were export-oriented. 


THE NEED FOR PERMANENT RESEARCH & DEVELOPMENT INCENTIVES 

EIA believes that broad-based research and development incentives are good policy because they 
allow the marketplace to continue to drive the decisions as to what types of research and 
development are needed to help the nation stay competitive R&D spending by U S. firms has 
improved from the low levels of the late 1970s — in part, we believe, because of the R&D tax 
credit's impact. 

However, most of the major industrialized European and Asian countries as well as Canada offer 
various R&D related tax and financial incentives to assist native companies and to encourage 
foreign companies to locate R&D projects within their borders. These incentives lower the cost 
of R&D in these foreign countries and provide foreign companies competitive advantages over 
U.S. industries absent similar U S research and development incentives 

Indeed, EIA believes the high rates of R&D in other nations underscore the success these nations 
have had in fashioning successful national strategies — including tax policies •• which advance 
their own technology-based industries’ global competitiveness. 

A sound research and development tax policy is essential if U S companies are to compete 
effectively in the global marketplace A permanent and effective R&E tax credit is critical to 
this policy along with a permanent and fair resolution of the continuing controveisy on the 
section 861 R&D allocation rules 


R& DTAX CREDIT 

Since its inception the R&D credit has provided a valuable economic incentive for U S. 
companies to increase their investment in research and development in order to maintain their 
competitive edge worldwide A permanent R&D credit is critical to research-intensive 
companies such as those in electronics and to encourage U.S. industry to continue 
research and development activities in the U.S rather than moving them offshore. On the 
margin, one dollar of the R&D credit stimulates as much as two dollars of additional R&D 
spending in the long-run. However, the incentive effect is reduced because of its lack of 
permanence, corporate decisionmakers are hesitant to factor in the credit’s benefits due to the 
uncertainty over the long-term availability of the credit 

For example, at TRW, we hold a leadership position on automotive safety systems such as air 
bags The technology for these products evolves rapidly, and we compete with many non-U S 
companies. Our technology has led to major investments in the US and thousands of U.S. jobs 
However, despite our success to date, we must continue to invest in new R&D and that new 
R&D will always have uncertain returns. Further, these new high-risk R&D dollars must 
compete with many other global capital budget opportunities within the company A permanent 
and effective R&E tax credit is needed in this environment. This is true for all research- 
intensive, U.S companies -- the credit can make the key difference 
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For many EIA companies, the current credit is very efTective; however, for some such as TRW, 
structuraJ reform of the credit would be helpfiil Space technology products used to be 50% of 
TRW’s business. Due to downsizing of that segment, it is now about 40% and declining. 
However, our historically high levels of space technology research continue to be reflected in the 
1 984-88 base period component of the credit calculation which then restricts the deliverability of 
the credit on current automotive research. Permanence is a first priority. However, we urge the 
Congress to study and address these structural reform needs 


SECTION 861 ALLOCATION RULE 

The last issue is the allocation of U S. -based research expense for federal tax purposes. This 
issue spans an l$-year period of continuing controversy. Under the section 861 regulations, 
issued in 1977, U.S. -owned, research-intensive companies with foreign operations are required 
to treat a significant portion of their U.S. research expense "as iC the research was instead 
conducted offshore for purposes of determining foreign tax credits These arbitrary allocations 
create a bias against U S -based research and U.S. -owned companies competing in a global 
environment. In my experience, no foreign country allows a tax deduction for this research 
which has, in fact, been conducted in the U S Consequently, these U.S companies effectively 
and economically lose a deduction for the expenditures and are exposed to international double 
taxation to the extent they have excess foreign tax credits. In effect, a penalty is directed at those 
American companies performing substantial U.S. R&D and successfully competing in global 
markets; and yet both of these characteristics are highly beneficial to the U S economy and 
crucial to the growth of the high-tech companies that comprised EIA 

The only way to ensure that such expenses receive full deductibility would be to perform the 
research in the foreign country rather than in the U.S Of course, movement of such research 
abroad is counterproductive to American economic interests. Recognizing this, the Congress has 
periodically imposed a complete or partial moratorium of the 1977 regulatory rules 

In addition to being an incentive for the movement out of the U.S. of US. -based R&D, the 
section 861 rule imposes a competitive disadvantage on those U S. owned companies subject to 
the rules Consider for a moment two multi-national companies, one U S -owned and one 
foreign-owned, and both investing in new R&D. To focus on the effects of 861, assume that the 
two companies have identical U.S. operations •• same investment, cost structure, products, 
technology, management, workforce, and the same level of U S - based R&D The U S. -owned 
operation would carry a higher tax burden than the foreign-owned U S operation due to section 
861 and would be at a serious competitive disadvantage relative to the foreign-owned competilor 
— a disadvantage which would grow each year solely as a result of the section 861 R&D 
allocation provisions. Further, to the extent the foreign-owned competitor conducts its research 
outside the U.S., it would again enjoy full deductibility in its home country Again, by 
comparing this to the U.S -owned company, we can see that a competitive disadvantage is 
created by U.S. tax rules against many U S -owned companies 

Surely U S. tax rules should not put any U.S -owned companies at such a disadvantage for R&D 
located in the U S Growing U.S. research is critical to U S. economic growth This requires a 
permanent and fair solution to the issue of the allocation of U.S -based research expenses. 

1 hus, just to reiterate this key point, American companies with U.S. R&D, successfully 
competing in global markets, are penalized. It also creates a competitive disadvantage for those 
U.S. -owned companies relative to U S. and foreign competitors not subject to these 
reallocations. U.S. tax rules should not put any U S. -owned companies at such a disadvantage. 
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Absent legislative or regulatory relief, the only way to ensure that such expenses receive full 
deductibility would be to perform the research in a foreign country rather than in the U S. 
Recognizing that movement of such research abroad is counterproductive to American 
economic interests, the Congress has periodicatty and rightly imposed a complete or partial 
moratorium on the 1977 rules. 

Recently, Treasury has indicated that the 1977 ailes in question are under review We hope this 
will lead to a permanent, satisfactory regulatory solution which will eliminate the continuing 
controversy. Treasury certainly has the authority to resolve these issues, and we hope this 
committee and the congressional leadership will urge Treasury to exercise that authority. 
However, if a regulatory solution is not forthcoming, we ask this committee to support a 
permanent legislative moratorium on the 1977 regulations and impose the so-called "64% 
percent solution" which has been previously enacted in response to this issue 


CONCLUSION 

In closing, on behalf of the Electronic industries Association 1 thank you for the opportunity to 
testify before the committee today. EIA urges you and your fellow committee members to 
make permanent the R&E tax credit to keep us competitive in this global economy, to drive the 
creation of new technology and to make us a more productive America in the years ahead 

We also appreciate the support of the past congressional leadership in urging Treasury to resolve 
the section 86 1 R&D allocation issue administratively. We urge this Committee and the 
Congress to continue this suppoa in order to And a joint and permanent solution to this 
continuing controversy 
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Chairman Johnson. Thank you. Now my earlier mistaken com- 
ment is not relevant. We will be interested in your reaction to 
those regulations that are due out any time and see if they solve 
some of the problems. We have been led to believe they will. 

Mr. Warren. Would you like comments now or later? 

Chairman Johnson. Later. They are due out any day. So when 
they come out, we will look at that before we decide how to move 
in this area. So if you will get back to us when you see that, that 
goes for anyone whose interests are in this area. 

[The following was subsequently received:] 
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Electronic Industries Association 


September 6, 1995 


Commissioner Margaret Richardson 
Internal Revenue Service 
1111 Constitution Avenue, N.W 
Washington, D. C. 20114 

Attn;CC:DOM:CORP:T R (rNTL-0023-95) 


Re: Proposed Regiilaiion Seclion I.861-8(e)(3) 


Dear Commissioner Richardson: 

I am writing on behalf of the Electronic Industries Association (EIA) in response to the 
Notice of Proposed Rulemaking published in the Federal Register on May 24, 1 995 (60 Fed. 
Reg. 27453) relating to proposed regulations concerning the allocation and apponionment of 
research and experimental ("R&D") expenditures for purposes of determining taxable income 
from sources within and without the United States (hereinafter referred to as the "Proposed 
Regulations"). 

EIA is the industry's oldest, full service national trade association for the electronics 
industry, comprised of more than 1250 companies involved in the design, manufacture, 
distribution and sale of electronic components, equipment and systems for consumer, 
commercial military, industrial and space use. Overall, the industry was responsible for more 
than $340 billion in factory sales in 1994, of which approximately 30% were export-oriented. 

EIA commends Treasury's efforts in reexamining the proper allocation and 
apportionment of deductions for U.S. based R&D expenditures to foreign income, Treas, Reg, 
Sec. l,861-8(e) (the "1977 Regulations") There has been a great deal of uncertainty regarding 
the prr.per allocation and apportionment of deductions for U.S. based R&D expenditures to 
foreign income for more than 17 years, EIA supports a permanent resolution to this issue and 
belies es that the Proposed Regulations represent a significant step in the right direction 


2500 Wilson Boulevard • Arlington, Virginia 22201-3834 • (703) 907-7500 • FAX (703) 907-7501 
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EIA is pleased with a number of technical decisions underlying the Proposed Regulations 
including: 

1) The decision to conform the treatment of the Section 936 and R&D allocation rules 
with the former section 864(f) rules, which provided that the R&D expenditures taken into 
account under the allocation rules should be reduced by amounts taken into account under either 
the cost sharing or profit split method computed under section 936(h)(5)(C), EIA believes that 
to fully achieve that result, the language of the Proposed Regulations should be explicitly 
modified to clarify that the reduction in R&E expenditures provided by Prop Reg S 1861- 
8(e)(3)(I)C)(3) applies when the taxpayer has elected either the cost sharing or the profit split 
method under section 936(H)(5)(C). 

2) EIA was pleased with Treasury's decision not to adopt the so-called "goose-to- 
gander" provision included in section 864(f) of the Internal Revenue Code of 1986, as amended 
(the "Code"), because that provision failed to recognized the greater impact of parent country 
affiliation on commercialization of R&D. EIA feels the rule in the Proposed Regulation 
achieves a more accurate matching of income and expense 

EIA believes that the Proposed Regulations are a substantial improvement over the 1977 
regulations; however, EIA believes that the Proposed Regulations must be further improved, 
panicularly to afford some tax relief to companies that utilize the gross income method. Absent 
such relief these companies effectively remain under the 1977 regulations 

EIA recommends that the Proposed Regulations be amended to address the following 
points. First, the exclusive apportionment provision applicable to the gross sales method of 
apportionment should be expanded to include the optional gross income method of 
apportionment. Second, taxpayers should not be required to make a binding election In order to 
use the gross income method. Third, although the proposed regulations adopt the three digit 
(rather than two digit) SIC code grouping rule allowing certain taxpayers to avoid allocating 
U S. research to foreign income that Is truly unrelated to that U S, research, we suggest that 
further relief is warranted for taxpayers that have worldwide product lines in the same three digit 
SIC code but the products by geographical region are sufficiently different that non-U.S. R&D is 
both necessary and appropriate For these taxpayers with significant non-U.S. R&D, further 
allocations of U.S. R&D is inappropriate. Lastly, that the effective date of the Proposed 
Regulations should be modified to cover fiscal year taxpayers whose taxable years begin after 
August I, 1994 but before January I, 1995. 

1) In order for all taxpayers to avoid the potential of double taxation, allocations of 
R&D expenditures should be based solely on each taxpayer’s facts and circumstances. The 1977 
Regulations acknowledged that due to differences in facts and circumstances, some taxpayers 
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could reduce their exposure to double taxation by use of the gross sales method and others 
through use of the gross income method. Treasury should maintain consistency in this matter 
(i e., such as Rev. Proc. 92-56, 1992-2 C.B. 409) by permitting those taxpayers on the gross 
income method to exclusively apportion their R&D expenditures on the same basis as taxpayers 
who use the gross sales method of apportionment 

2) The requirement in the Proposed Regulations that taxpayers who elect to apportion 
R&D expenditures on the optional gross income method are bound to use such method in future 
taxable years ignores both the aforementioned differences in taxpayers' facts and circumstances 
and the basic tenet espoused by both Treasury and the Congress of reducing taxpayers' exposure 
to doable taxation by allowing the taxpayer the choice of either the gross sales method or gross 
income method. It is not even clear from the related Treasury study why the binding election 
rule was adopted in the proposed regulations The gross income method is an acceptable 
method, and as such, should not be burdened by extra requirements not placed on the other 
acceptable method. Taxpayers should be entitled to choose each year the method of 
apportionment that best reduces the potential for double taxation There is no tax advantage to 
taxpayers who elect to apportion R&D expenditures on the basis of gross income in one year and 
then on the basis of gross sales the next, such taxpayers are merely reducing the real cost of 
double taxation. 

3) There is a lack of clarity of what is normally referred to as the facts and circumstances 
test for special allocations EIA would suggest that you consider some method of relief in these 
areas both from a tax policy point of view as well as a competitiveness issue in a global 
marketplace. Specifically we propose that you address this area by defining a bright line test by 
three digit SIC code. Under this method, if the ratio of foreign R&D in a three digit SIC code of 
all foreign affiliates of a U.S. consolidated group over foreign affiliate sales in that SIC code 
exceeds 50% of the ratio of U S. consolidated R&D in that SIC code to consolidated group sales 
in the same SIC code, then the U.S. consolidated group R&D would be exclusively ( 1 00%) 
allocated to U.S. source income. For any three digit SIC code group which does not meet this 
test, the normal 50% allocation followed by a sales method apportionment would then apply with 
comparable adjustments for taxpayers on the gross income method Incorporation of this test in 
the regulations would permit taxpayers with extensive foreign R&D to properly avoid 
inappropriate allocations and apportionments of U S R&D to foreign source income 

4) The effective date of the Proposed Regulations is for taxable years beginning after 
December 31, 1995, although the regulation gives taxpayers the option of electing to apply the 
regulation for taxable years beginning after December 31, 1994 This effective date permits 
calendar year companies to apply the new regulation to their first taxable year beginning after 
the regulation's latest moratorium. Fiscal year companies whose taxable years begin after 
August 1, 1994, but before January 1, 1995, however, will suffer a one year "gap" during which 
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the 1977 Regulations will apply because the last extension of the moratorium on the 1977 
Regulations applied to the first taxable year beginning on or before August 1 , 1 994 Section 
864(f)(6) of the Code, as amended by the OBRA OF 1993. 

Although the gap in the effective date provisions of section 864(f)(6) of the Code and the 
Proposed Regulations may only be an oversight, it needs to be corrected in order to prevent 
unfair results to fiscal year taxpayers whose taxable years began after August 1, 1994, but before 
January 1, 1995, 

Thank you in advance for considering these comments 


Sincerely, 

Donna Siss Gleason 
Director 

Government Relations 
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Chairman Johnson. Mr. Sinaikin. 

STATEMENT OF RONALD A. SINAIKIN, VICE PRESIDENT, 

TAXES, ALLIEDSIGNAL, INC., MORRISTOWN, N J., ON BEHALF 

OF THE CHEMICAL MANUFACTURERS ASSOCIATION 

Mr. Sinaikin. Thank you. Madam Chair. I am Ronald Sinaikin, 
vice president of Taxes, AlliedSignal, Inc. I am appearing on behalf 
of the CMA, Chemical Manufacturers Association. I am going to 
summarize our written statement which I ask be included in full 
in the hearing record. 

CMA welcomes this opportunity to present the views of the U.S. 
chemical industry on the research credit and on the allocation of 
research and development expenses. Our member companies rep- 
resent more than 90 percent of America’s productive capacity for 
basic industrial chemicals. Since 1991 the chemical industry has 
been the Nation’s leading exporter with an estimated $50 billion in 
exports and a net trade surplus of $18 billion in 1994. 

'The chemical industry also ranks first among all U.S. manufac- 
turers, with an estimated $18.1 billion in research and develop- 
ment spending in 1994. Our industry is an excellent example of 
how a strong research effort can develop new products and in- 
creased productivity to help overcome high labor and capital cost 
disadvantages. 

Over time, the U.S. chemical industry has shifted from the pro- 
duction of basic commodity chemicals to the production of new spe- 
cialty chemicals. Our industry has changed fundamentally, but it 
continues to provide high technology, high-wage jobs for more than 
1.1 million U.S. workers and continues to be a strong, positive con- 
tributor to the U.S. trade performance. 

On several occasions, CMA has supported extending and improv- 
ing tax incentives for U.S. research and development. Without 
them, the competitiveness of both the United States and the U.S. 
chemical industry will decline. Other industrial nations offer strong 
incentives for research. The nations that develop new science and 
technology are normally those in which the new technology will 
first be employed and new plants and jobs will be created. 

In addition, tax incentives for research offer an appropriate 
means to offset our competitive disadvantages of high labor and 
capital costs. Because research programs require long lead times, 
short-term extensions of the research credit will not achieve the 
full economic incentive of a permanent extension. At a minimum. 
Congress should adopt the permanent research credit now. 

It should also be recognized that many companies that have 
strong research programs do not benefit from the present research 
credit. That is because the credit applies on an incremental basis. 
Our statement outlines several common fact patterns under which 
a company may not receive the research credit even though it 
maintains or increases its actual expenditures for research. We 
urge that you either amend the existing research credit or develop 
an alternative that will be available in those circumstances. 

CMA also supports a permanent solution to the 18 -year con- 
troversy over the Treasury’s R&D expense allocation rules. The 
Treasury allocation rules work at cross-purposes with the research 
credit. A company can be eligible for the credit for its research ac- 
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tivities, but through the operation of the allocation rules, the com- 
pany could effectively be denied a deduction for its research ex- 
penses. 

The real economic effect of the allocation rules is to disallow any 
deduction for expenses of research conducted in the United States 
after the company is in an excess foreign tax credit position. For 
these companies, that could simificantly increase the cost of con- 
ducting research in the United States. It makes no sense for the 
U.S. tax system to increase the cost of conducting research in 
America under any conditions. 

CMA has testified since 1983 that the allocation regulations 
would undermine the effectiveness of the research credit. On at 
least seven occasions. Congress has enacted statutory moratorium 
to prevent allocation under the 1977 regulations. That is persua- 
sive evidence that those regulations were ill advised. It is time to 
end the 18 years of controversy. 

The most rational solution is for the U.S. Treasuiy Department 
to adopt a permanent allocation rule which, at a minimum, is simi- 
lar to the most recent moratorium. In the alternative. Congress 
should enact legislation to achieve that result. Hopefully, we will 
see in a couple of days if Treasury did do that. 

As a nation, America needs a strong private sector research es- 
tablishment located in the United States. As we have testified, it 
is a source of the new technologies needed for continued economic 
CTOwth and productivity that will provide new American jobs and 
higher living standards. 

That concludes my oral statement. I will be happy to answer any 
questions. 

[The prepared statement follows:] 
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Statement OF 
Ronald A. Sinaiion 
Vice President, Taxes 
aluedSignal Inc. 

ON BEHALF OF THE 

Chemical Manufacturers Association 

ON THE 

Research and Exi^rimentation Tax Credit and the 
ALLOCATION OF RESEARCH EXPENSES UNDER I.R.C. § 861 
Submitted TO THE 
Subcommittee on Oversight 

OF THE 

Committee on Ways and Means 
May 10, 1995 


SUMMARY OF PRINCIPAL POINTS 


1 ) Research and development activities form the basis for new products, new markets, 
and increased economic productivity and living standards. Without these activities 
the United States becomes noncompetitive. The U.S. chemical industry — a high 
tech industry — would be particularly disadvantaged. 

2) Other nations offer strong incentives for research, recognizing that these activities 
develop new science and technology. Research sites importantly influence the 
location of the plants in which the new technology will be employed. 

3) CMA, accordingly, supports a permanent research tax credit. Because research 
programs require long lead times, short-term extensions of the research credit will 
not have the full economic incentive of a permanent extension. 

4) Many industries that maintain important research and development programs do 
not benefit from the present incremental research credit. Congress should consider 
providing an alternative research credit for firms that conduct important research 
activities but that have not expanded those activities rapidly enough to qualify for 
the incremental research credit. 

5) It also should be recognized thatTreas. Reg. 1.861-8(e)(3) aUocation rules work in 
direct opposition to the research credit. The practical impact of these regulations is 
to deny any deduction for research and development expenses after a company is in 
an excess foreign tax credit position. 

6) National Science Foundation data continue to provide strong evidence that U.S. 
corporations are increasingly conducting research activities abroad. 

7) It is time to end the 18 years of controversy over the allocation of research expenses 
between U.S. and foreign source income. Enacting a permanent allocation rule 
similar to the most recent moratorium would encourage the conduct of research 
activities in this country. This aUocation should also be used to compute the 
aUowable export incentive under the Foreign Sales Corporation ("FSC") provisions. 
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The Chemical Manufacturers Association (CMA) is a nonprofit trade association 
whose member companies represent more than 90 percent of the productive capacity of 
basic industrial chemicals within this country. We welcome this opportunity to submit 
the views of the U.S. chemical industry on (1) the importance of extending the research 
and experimentation tax credit ("research credit") before it expires on June 30, 1995, and 
the need to make the research credit permanent; and, (2) the need for a legislative 
solution for the current law rules requiring the allocation of expenses for research and 
development conducted in the United States between US. and foreign source income. 

The U.S. chemical industry has a vital interest in the continuing search for ideas 
that will contribute to future expansion of productive capacity and new job 
opportunities in the United States. In 1994, our industry spent an estimated $18.1 billion 
for research, more than twice the amount expended in 19M. Moreover, the chemical 
industry ranks first among all U.S. manufacturing in research and development 
spending. 

Over the past several years the U.S. chemical industry has been shifting from 
production of basic commodity chemicals toward production of new specialty 
chemicals that have evolved from continuing research and development. Research and 
development is also important to the U.S. chemical industry not only because it leads to 
the discovery of new, patent protected products, but because it leads to increased 
productivity which can overcome labor and capital cost disadvantages. 

Although the fundamental nature of the U.S. chemical industry is changing, it 
continues to provide high-tech, high-wage jobs for more than 1 million U.S. workers. 
Moreover, the chemical industry continues to be a strong positive contributor to U.S. 
trade performance. As you know, our nation's merchandise trade balance in 1994 
showed a $151.3 billion deficit, but exports of chemicals totaled $51.5 billion and 
exceeded imports by $18.3 billion. The strong export position of the U.S. chemical 
industry is, however, very much dependent on maintaining the productivity gains and 
stream of new products that derive from a large, effective private sector research effort. 

On several occasions over the past 15 years, CMA has appeared before this 
committee to support the extension and improvement of tax incentives for U.S. research 
and development. The reason for these incentives is fundamental: research and 
development activities form the basis for new products, new markets, and increased 
economic productivity. Without these activities, the competitiveness of both the United 
States and the U.S. chemical industry will decline. For valid reasons, industrialized 
nations typically offer strong incentives for research and experimentation expenditures. 
Nations that develop new science and technology are normally those in which the new 
technology will be ^st employed and new plants and new jobs will be created. Since 
U.S.-based production has relatively high labor and capital costs, incentives for research 
and development offer the most appropriate means to offset these competitive 
disadvantages. 

The research credit was enacted in 1981 to provide these incentives. But let us 
consider its history to date. 

In 1981 the research credit equaled 25 percent of the excess of qualified research 
expenses in the current year over a moving average of such costs in the three prior 
taxable years. That research credit expired in December, 1985, but the Tax Reform Act 
of 1986 retroactively extended it on a modified basis through 1988. The 1986 legislation 
reduced the research credit rate from 25 percent to 20 percent, tightened the definition 
of qualifying expenses and modified the university basic research credit. The Technical 
Amendments and Miscellaneous Revenues Act of 1988 extended the research credit at 
20 percent through December 31, 1989. The Act also reduced the deduction under 
Section 174 for qualified research expenses by an amount equal to 50 percent of the 
research credit for that taxable year. The Oimubus Budget Reconciliation Act of 1989 
extended the research credit through December 31, 1990, replaced the moving average 
base period with a fixed-base percentage, and increa^d the Section 174 deduction 
disallowance to 100 percent of the research credit claimed for that year. 
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In the Omnibus Budget ReconcUiation Act of 1990, Congress extended the 
research credit through December 31, 1991. The credit was subsequently extended to 
June 30, 1992, in the Tax Extension Act of 1991. Most recently, the Omnibus Budget 
Reconciliation Act of 1993 extended the research credit from July 1, 1992 until June 30, 


1995. 


CMA believes that the research credit should be improved and made permanent 
tuid has consistently expressed this position since 1981. Tlie credit has contributed 
significantly to the continuation and expansion of research programs in general (cf. the 
1994 study "Extending the R & E Tax Credit: The Importance of Permanence," by R.G. 
Penner, L.C. Smith, and D.M. Skanderson of die Policy Economics Group, KMPG Peat 
Marwick), and to the health and prosperity of the United States chemical industry in 
particular. The chemical industry lias a vital interest in die continuing search for ideas 
which will contribute to future expansion in new technology, processes, production, 
and the development of new job opportunities in this coimtry. The industry is in the 
forefront of U.S. research-oriented activities. 

As a nation, we need a strong private sector research establishment. New 
technology is a primary source of continued economic growth and the basis for future 
increases in productivity and living standards. It is imperative that U.S. policy 
encourage domestic research activity. Research programs typically require long lead 
times, and the uncertainty about the future that results from short-term extensions of 
the research tax credit are detrimental to new research programs. 

CMA believes that a permanent extension of the research credit would be a 
significant start on the job that needs to be done. At a minimum, Congress should 
adopt a permanent research credit now. Until that is done the real economic incentive 
the research credit can provide is substantially reduced. 

It should be recognized that many companies that have made substantial 
contributions to the U.S. economy by maintaining strong research and development 
programs do not benefit from the present research credit. That is because the research 
credit currently applies on an incremental basis. The research credit is available only to 
the extent the taxpayer’s current year ratio of research and development expenses to 
sales exceeds the same ratio for the base period 1984-1988. 

Moreover, a company may not be eligible for the research credit even though it 
maintains or increases its actual expenditures for research. Regrettably, this can occur 
in several common fact patterns: 

0 A rapid increase in sales could adversely affect the company's ratio of research 
expenses to sales. 

o A company develops new product lines that are not research intensive, thus 
lowering its overall ratio of research expenses to sales. 

o To meet international competition, many companies have been forced to reduce 
their work force, thus lowering the overall ratio of research expenses to sales. 

In each of these illustrations a company could be denied the research credit for reasons 
that arc totally unrelated to its research efforts. Thus, Congress should consider 
providing an alternative research credit that would be available to these firms that 
conduct important research activities, but that have not expanded those research 
activities rapidly enough to qualify for the incremental research credit. 

CMA also strongly believes that a permanent solution to the almost 18-year 
controversy over Treas. Reg. 1.861-8 (e)(3), the research and development ("R & D") 
expense allocation rules, is also critically needed. Treas. Reg.l. 861-8 (e)(3) works at 
cross purposes with the research credit because it provides a disincentive to conduct 
research in the United States. 

Since 1981, Congress has adopted a statutory moratorium on seven occasions to 
prevent the allocation of R & D exper\ses between U.S. and foreign source income that 
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Otherwise would be reqxiired under Treas. Reg. 1.861-8(e)(3). These include 
amendments to ERTA (1981), DEFRA (1984), COBRA (1985), Tax Reform Act (1986), 
TAMRA (1988), OBRA (1990), and OBRA (1993). In addition, in 1992 the chairmen of the 
House Committee on Ways and Means and Senate Committee on Finance urged the 
Treasury to deal with the unsatisfactory problems associated with the regulations 
administratively. Treasury responded, but only on a temporary basis. The OBRA 1993 
moratorium expired December 31, 1994, for calendar year taxpayers. Therefore, the 
1977 regulations must now be applied for future years unless a regulatory or legislative 
solution is adopted. 

As indicated above, Treas. Reg. 1.861-8(e)(3) works at cross purposes with the 
research credit. Although Treas. Reg. 1.861-8(e)(3) deals with the ability of companies to 
use the foreign tax credit to offset a portion of their U.S. income tax, the real economic 
effect of the regulations is to disallow any deduction for research and development 
expenses after a company is in an excess foreign tax credit position. 

In 1983, CMA testified at length on this issue before the House Ways and Means 
Subcommittee on Oversight. (Hearings, Subcommittee on Oversight, House Committee 
on Ways and Meaiis, 98th Congress, First Session, October 26; November 3, 1983). At 
that time we stated that the operaticm of the regulations would imdermine the 
effectiveness of the research credit and would significantly increase the cost of that 
research in the United States. Moreover, we indicated that this increased cost of 
conducting research in the United States would be an important factor that would be 
considered in choosing whether to locate i\ew research facilities here or abroad. We 
continue to believe that the regulations are ill-advised. 

On at least seven occasions. Congress has wisely enacted and renewed the 
moratorium on apportionment of research and development expenses under the 
regulations. Unquestionably, a principal reason for doing so was the concern that the 
operation of the regulations was to encourage multinational businesses to shift research 
activities abroad. (See "Description of Proposals Relating to Research and Development 
Incentive Act of 1987 (S.58) and Allocation of R & D Expenses to U.S. and Foreign 
Income (S.716)", Joint Committee on Taxation, JCS-6-87, April 2, 1987.) 

In 1989, National Science Foundation data suggested that U.S.-based corporations 
were increasingly conducting research outside die United States. R & D spending 
abroad by U.S.-based companies increased signihcantly more than comparable 
spending in the United States. Although the falling dollar accounted for some of this 
inaease, R & D spending rose much faster abroad even after adjusting for depreciation 
of the dollar. The latest available National Science Foundation data demonstrate this 
trend is continuing. Based on 1992 data, a 1994 National Science Foundation study 
found that total company financed R & D performed outside the U.S. was $10.0 billion, 
equivalent to 10.3 percent of total company R & D spending. This represents an increase 
from the equivalent 8.5 percent share in 1987 and 7.7 percent in 1982. ("Selected Data on 
Research and Development In Industry: 1992,” National Science Foundation, 1994.) 

One reason for this trend is that the effects of the excess foreign tax credit 
limitation on research are far more widespread than previously assumed. It is estimated 
that, as a result of the corporate tax rate r^uctions in the 1986 Act, almost 70 percent of 
all corporations have an excess foreign tax credit limitations problem. As recognized by 
the staff of the Joint Committee on Taxation in 1987: 

"On the other hand, the rate reduction potentially 
modities the conclusions reached in the Treasury study. 

The percentage of worldwide income of U.S, corporations 
earned by tinns in an excess foreign tax credit position is 
expected to rise as a by-product of the rate reduction, 
with the result that any change in the R & D allocation 
rules can now be expected to have a more uniform effect, 
from firm to firm, than was true in 1983, Consequently, 
the rate reduction tends to make any future revision of 
the R & D allocation rules a relatively more efficient 
mechanism for influencing taxpayers’ R & D decisions. 

This is because the mechanism works only on taxpayers 
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with excess credits, and it works better to the extent 
that it causes a greater proportion of taxpayers to 
face sinular incentives for undertaking R & D in the 
United States.” 

JCS-6-87, pg. 42. 

CMA believes that it is time to end the 18 years of controversy. The most rational 
solution is for Congress to enact a permanent allocation rxile similar to the most recent 
moratorium. 

We should also point out that the allocation required under Treas. Reg. 1.861-8 
(e)(3) is also required to be used to compute the allowable export incentive imder the 
Foreign Sales Corporation ("FSC"). The FSC provisions were enacted to enable U.S. 
exporters to be more competitive in world markets. When the regulations are applied in 
this context, allocating research and development expenses to export income has the 
effect of reducing FSC export incentive. urges that any solution on the allocation 
of research and development expenses should also apply to the Foreign Sales 
Corporation provisioiw. 

As CMA has emphasised, continued and expanded research and development in 
the United States is vital to our nation’s economic future. Domestic tax policies that 
increase the cost of research in the United States while other nations continue to offer 
strong incentives to conduct research in their countries will provide continued 
motivation to reduce U.S. research activities, or to locate the research activities of U.S. 
firms outside the United States. 

As a lution, America needs a strong private sector research establishment located 
in the United States. Through research we gain new technologies which are the source 
of continued economic growth and productivity, and provide the basis for new jobs and 
rising living standards. 
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Chairman Johnson. Thank you. 

Mr. Sample. 

STATEMENT OF BILX, SAMPLE, DIRECTOR OF FINANCIAL 

SERVICES AND PRINCIPAL ACCOUNTING OFFICER, LOTUS 

DEVELOPMENT CORP., CAMBRIDGE, MASS., ON BEHALF OF 

R&D CREDIT/SECTION 861 COALITION 

Mr. Sample. Madam Chairman and distinguished members of 
the subcommittee, my name is Bill Sample. I am director of Finan- 
cial Services for Lotus Development Corp. I am appearing today on 
behalf of the R&D Credit/Section 861 Coalition and Lotus. On be- 
half of the Coalition and Lotus, I would like to thank you for con- 
vening this hearing and providing Lotus and the Coalition the op- 
portunity to testify. 

The Coalition is comprised of several prominent trade associa- 
tions and their many members, including several thousand compa- 
nies with several million employees. The industries represented by 
the Coalition are among the most dynamic and fastest growing in- 
dustries in the United States. 

Lotus was incorporated in 1982 and is headquartered in Cam- 
bridge, Mass. Lotus employs over 6,000 people worldwide, including 
over 1,600 product development professionals and support staff. 

Lotus’ initial product, 1-2-3, was the most popular PC applica- 
tion software product in the world. In 1989 Lotus introduced Notes 
and defined a new category of PC software, workgroup computing. 

Lotus competes in an industry where products have a techno- 
logical life cycle of 18 to 24 months, and accordingly, Lotus invests 
heavily in product development activities. Since 1982 Lotus has re- 
invested approximately 14 percent of its revenues in R&D, with cu- 
mulative R&D spending exceeding $900 million. 

The R&D credit was enacted in 1981, the year before Lotus was 
born. The funding provided by the credit has helped nurture Lotus 
through its infancy, childhood, and now into its teen years. Lotus 
is a $970 million success stoiy built on innovative technology, and 
the R&D credit has played an important part in our success. 

Lotus is also an international software company deriving ap- 
proximately 50 percent of its revenue from overseas. The 861 R&D 
allocation rules have caused excess foreign tax credits and double 
taxation for Lotus, and we feel permanent improved allocation 
rules are an important component of encouraging exports and do- 
mestic R&D. 

Madam Chairman, like the other members of our Coalition, in- 
tensive research and development efforts are vital to Lotus’ ability 
to compete in the worldwide market. We strongly and whole- 
heartedly urge Confess to make the R&D credit permanent. Oppo- 
nents of the credit have argued that the credit is not needed since 
R&D activities will be done with or without a credit. Madam Chair- 
man, this is simply not true. High technology companies will al- 
ways conduct R&D, but more projects exist than can be funded and 
promising ideas must often be cut from the list. The R&D credit 
provides an effective financial incentive for companies to engage in 
R&D projects on the mar^n, which might otherwise be canceled. 
These projects have and will continue to produce important techno- 
logical advances and may save companies and jobs. 
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At Lotus we are constantly reminded of the benefits of investing 
in R&D projects outside of our core competency. In 1984 sales of 
Lotus 1-2-3 were growing beyond all expectations, and the com- 
pany was one of the darlings of Wall Street. A young Lotus soft- 
ware enmneer bad an idea for a new software product, completely 
unrelated to Lotus’ current business. Lotus senior management 
were hesitant to fund a project outside of their area of expertise, 
but eventually aCTeed to fund some development work. In the late 
eighties, spread^eet revenue growth slowed and cost pressures 
caused the company to cut back on some R&D projects. The avail- 
ability of the R&D credit to fund incremental R&D helped save this 
project. 

This research project culminated in the development of Lotus 
Notes. Today, Notes is the unquestioned key to Lotus’ success and 
survival, supporting over 6,000 jobs. 

Madam Chairman, there have been ongoing discussions on the 
various ways the credit’s current structure might be improved in 
order to enhance its effectiveness. While the subcommittee has 
clearly heard from companies proposing modifications to the cred- 
it’s current structure, it is critical for the subcommittee to under- 
stand that many companies prefer the existing structure and would 
probably suffer a reduced credit if the current structure is changed. 
The current credit works well for Lotus and many other members 
of the Coalition. We do not believe that Congress should delay per- 
manence while studying whether the credit ought to be revised. Ac- 
cordingly, we believe making the credit permanent should be the 
first priority. 

Current section 861 R&D rules, which can cause double taxation 
to foreign earnings, create a disincentive to perform R&D activities 
in the United States and increase the costs incurred by U.S. com- 
panies to compete in international markets. This disincentive 
works against the R&D credit’s objective to increase U.S. R&D. 

The existing Treasury regulations promulgated in 1977 reduce 
the extent to which foreign taxes can be credited against U.S. 
taxes, thereby increasing the overall effective tax rate. Recently, 
the Treasury Department has indicated that the 1977 rules are 
under review and revised regulations are imminent. We hope this 
will lead to a satisfactory, permanent regulatory solution which 
will eliminate the continuing controversy. However, if a satisfac- 
tory regulatory solution is not forthcoming, we ask the Ways and 
Means Committee to support a permanent legislative moratorium 
on the 1977 regulations and make permanent the so-called 64- 
percent solution, which has been previously enacted in response to 
this issue. 

Madam Chairman, in closing, on behalf of the Coalition, I again 
thank you for inviting us to appear before you today, and I would 
like to introduce into the record an association letter to Secretary 
Rubin on the section 861 R&D allocation rules. Thank you. 

[The prepared statement and letter follow:] 
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STATEMEMT OF BILL SAMPLE 

DIRECTOR OF RNANCIAL SERVICES AND PRINaPAL ACCOUNTING OFRCER 
LOTUS DEVELOPMENT CORP^ CAMBRIDGE, MASS. 

ON BEHALF OF RAD CREDfT/SECTION 861 COALITION 


May 10, 1995 


I. Introduction 

Madame Chairman and distinguiahed membos of the Subcommittee: 

My name is Bill Sample. I am Director of Financial Services and Principal 
Accounting Officer of Lotus Develoimtent Corpc^ation ("Lotus"). I am appearing today on 
behalf of the R&D Credit/Section 861 Coalitum ("Coalition") and Lotus. 

On behalf of the Coalition aiKl Lotus, 1 w^mld like to thank you for convening this 
hearit^ and for providing Lotus and the Coalition the o|q)ortunity to testify arul participate in 
your Subcommittee's consideration of vdietber the research and experimentation tax credit, 
commonly known as the RAD Credit, should be made pomanent and on formulating a 
permanent and fair solution to the Section 861 RAD allocatitm rules. 

A. RAD Credit/Section 861 CoaKtion 

1 am also very proud to serve as Chairman of the RAD Credit Working Group of the 
RAD Credit/Section 861 Coalition and to be able to represent today the Coalition members. 
The Coalition is comprised of several prcxnment trade associations and their many members, 
including the American Electronics Association, the Biotechnology Industry Organization, the 
Business Software Alliance, the Electronic Inchistries Association, the Information Technology 
Association of America, the Pharmaceutical Research A Manufacturers of America, and the 
Software Publishers Association. These trade associations represent several thousand 
companies who employ several million U.S. workers. The industries represented by the 
Coalition are among the most dynamic and fastest growing industries in the United States. 

The members of these associations are closely following this issue and are very strong and 
active supporters both of a permanent RAD Credit and a satisfactory solution to the Section 
861 RAD allocation rules. 

B. Lotus Development Corporation 

Lotus Development Corporation was incorporated m 1 982 and is headquartered in 
Cambridge, Massachusetts. Lotus is engaged in the development, manufacture, sale and 
support of software products and sCTvices that meet the evolving technology and business 
applications requirements of individuals, \wrkgroiqs, and entire organizations. Lotus employs 
over 6,000 people worldwide, including over 1,600 product development professionals and 
support staff. 

Lotus' initial product, l-2'3, was the most popular PC ai^Iications software product in 
the world, and is credited with helping to redeftne business financial analysis techniques. In 
1 990, Lotus introduced Notes and defined a new category of PC software, workgroup 
computing. Notes is widely acclaimed for its ability to enable workgroiq>s to access, track, 
share, route and organize information across diverse computing platforms and geographical 
boundaries. Notes is the preeminent cliait>server product for developing and deploying 
groupware applications, inciutUng those found in customer service, sales, account 
management, and product develo^Miient Notes workgroup capabilities improve the 
responsiveness and flexibility of product development organizations by enabling companies to 
decentralize their product development organizations to be closer to their markets. 

Lotus competes in an industry where products have a technological life cycle of 1 8-24 
months and accordingly Lotus invests heavily in {xoduct development activities. As our 
products become simpler to use, they are mudi more difficult to develop. For example, the 
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original version of 1-2-3 contained a little over 100»000 lines of code; later Windows versions 
contained over 500,000 code lines. Since 1982, Lotus has reinvested approximately 14% of 
its revenues in R&D, with cumulative R&D spending exceeding $900 million. Lotus* R&D 
investment is increasing, with over 16% of 1994 revenues invested in R&D and an even 
higher percentage planned for 1995. 

The R&D credit was enacted in 1981, the year before Lotus was bom. Lotus has 
taken full advantage of the R&D credit in each of the first 13 years of Lotus' existence, and 
the funding provided by the Credit has helped nurture Lotus through its infancy, childhood, 
and now into its teen years. Lotus is a $970 million success story built on innovative 
technology, and the R&D credit has played an important part in our success. Lotus is an 
international software company deriving approximately 50% of its revenue from overseas. 

The Section 86 1 R&D allocation rules have caused excess foreign tax credits and double 
taxation for Lotus and we feel permanent, improved allocation rules are an important 
component of encouraging exports and domestic R&D. 


II. Importance of a Permanent RAD Credit 

Madame Chairman, like the other members of our Coalition, intensive research and 
development efforts are vital to Lotus’ ability to compete in the worldwide market. We 
strongly and whole-heartedly urge Congress to make the R&D Credit permanent. 

Since its inception, the R&D Credit has provided a valuable economic incentive for 
U.S. companies to increase their investment in research and development in order to maintain 
their competitive edge in the global marketplace. The software industry has invested heavily 
in R&D and the U.S. software industry currently maintains a majority market share in each of 
the world’s major economies. A permanent R&D Credit is critical to fast-growing R&D 
intensive companies such as those in the software industry and the many other industries 
represented by the Coalition. 

A permanent R&D Credit is also important to encourage U.S. industry to continue 
R&D activities in the U.S, rather than moving such activities offshore. Most of the major 
industrialized European and Asian countries (including the United Kingdom, France, 

Germany, Japanese and others), as well as Canada, offer various R&D-related tax and 
financial incentives to assist native companies and to encourage foreign companies to locate 
R&D projects within their borders. These incentives lower the cost of R&D in these foreign 
jurisdictions and provide foreign companies competitive advantages over U.S. industries 
absent similar U.S. R&D incentives. Foreign incentives have encouraged Lotus and other 
U.S. companies to locate some product development offshore, especially R&D targeted 
towards developing products for foreign markets. Communications products like Lotus Notes 
are making it easier to decentralize R&D activities. The U.S. must continue to offer R&D 
incentives to compete for such R&D projects. 


III. Effectiveness of R&D Credit 

The R&D Credit has been effective in achieving the goals for which it was originally 
enacted. A key finding of the 1994 study by Rudy Penner on behalf of the KPMG Peat 
Marwick Policy Economic Group entitled "Extending the R&E Tax Credit; The Importance of 
Permanence" is that the marginal effect of one dollar of the R&D Credit has been to stimulate 
one dollar of additional private R&D spending in the short-run and as much as two dollars of 
additional R&D spending in the long-nin.- 

Opponents of the Credit have argued that the Credit is not needed since R&D activities 
will be done with or without a credit. Madame Chairman, this is simply not true for the 
software industry and the research-intensive industries represented by the Coalition. Although 


A copy of this 1994 study is submitted herewith for the record. 
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high technology companies will always conduct R&D, more projects exist than can be funded 
and promising ideas must often be cut from the UsL The R&D Credit provides an effective 
financial incentive for companies to engage in R&D projects on the margin which, because of 
fiscal and other restraints, might otherwise be canceled. These projects have, and will 
continue to produce important technological advances and may save companies and jobs. 

At Lotus, we are constantly reminded of the benefits of investing in marginal R&D 
projects outside of our core competency. In 1984, sales of Lotus 1-2-3 were growing beyond 
all expectations and the Company was one of the darlings of Wall Street. A young Lotus 
software engineer had an idea for a new software iM-oduct completely unrelated to Lotus’ 
current business. Lotus senior management, satisfied with their spreadsheet success, were 
hesitant to fund a project outside of their area of expertise, but eventually agreed to fund 
some development work if the engineer agreed to perform the RAD in a separate company so 
as not to interfere with Lotus’ existing busine^. In the late 1980’s, spreadsheet revenue 
growth slowed and cost pressures caused the Company to cut back on some R&D projects. 
Lotus’ Vice President of Finance, who believed in the young engineer’s product vision, used 
the availability of the R&D credit to fimd iocremental R&D to help save this project. This 
research project culminated in the develofMnent of Lotus Notes which first went on the market 
in 1989. Today, Notes is the unquestioned key to Lotus’ continued success and survival, 
supporting over 6,000 jobs. 


IV. Lack of Permanence Reduces Effectiveness of R&D Credit 

Unfortunately, the incentive benefit of the current R&D Credit has been reduced 
because of its temporary and uncertain nature. In industry today, many product development 
initiatives and research projects have long lead times - often up to twelve years - and 
corporate decision makers are hesitant to factor in the Credit’s benefits due to the uncertainty 
over the long-term availability of the Credit. 

History has shown their hesitancy is well-founded. While the Credit has been renewed 
six (6) times since 1981, in one instance the Credit was renewed for only six months and on 
two occasions, the R&D Credit was actually allowed to expire only to be renewed 
retroactively. Further, adding to the frustration of American industry has been the fact that 
each time the Credit has been extended, its supporters have had to find revenue offsets to '’pa>’ 
for" the Credit which have become a permanent part of the Tax Code while the Credit 
remains only temporary. Supporters of the Credit feel they have had to "pay for" the Credit 
time and time again. This pattern of short-term extensions and lapses in the Credit followed 
by periods of uncertainty, reduces our ability to factor the R&D Credit into planning for long- 
term projects and reduces the incentive value and effectiveness of the R&D Credit. 


V. R&D Credit Should Be Made Pcrmapcnt 

As our companies and markets mature, and competition increases, management faces 
th« samf dilemma over and over again. It must fund reseaich, vAiuh like all research efforts 
is high-risk, over a long period of time while showing a profit to satisfy equity investors. 
Lotus, although it is only 13 years old and still undergoing major product transitions, is 
expected to produce significant profits. This requires management to reduce non-research 
costs, as well as make difficult and painful decisions on which research projects to fund and 
which to abandon. Given the lean budgets companies must maintain in order to remain 
competitive, R&D projects frequently are the svring items in the budget. Thus, management 
IS constantly faced with the dilemma of whether it must drop some of its promising but higher 
risk R&D projects in order to meet financial targets. The R&D Credit is critical to companies 
and their long-term R&D projects and can make the difference in whether a particular project 
is retained or abandoned. In fact, this is precisely the result Congress intended when it first 
enacted the R&D credit - namely that the Credit would provide the additional incentive to 
encourage real increases in R&D. 
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M^iame Chaimian, that is why w need perman^tce. The R&D Credit can most 
effectively incentivi^ I^D projects if decisionmakers know the Credit \sd!! be there for the 
long run. 


VI. Background on R&D Credit - A Good Investment 

The R&D Credit was originally enacted in 19S1 to provide an incentive for companies 
to increase existing levels of R&D in the United States. The Credit was designed to 
encourage industry to increase U.S.'based R&D and applies only to increases in domestic 
R&D above a specified base amount. 

Under the current credit, taxpayers are eligible to receive a credit equal to 20% of 
Qualified Research Expenditures or “QREs", in excess of a specified base amount. The 
current year base amount is calculated by applying a historical R&D spending-to-revenue ratio 
(u^ng 1984-1988 amounts) to the taxpayer’s averse revenues for the preceding four yeai^. 
However, the base amount can never be less than 50% of current year QRE’s, which will 
reduce the Credit’s maiginal rate to 10%. This effective rate is further reduced to 6.5% 
b^au^ corporations must reduce their tax dediKtion for R&D expenses by an amount equal 
to the credit. These rules effectively leverage the Credit such tl^t a U.S. taxpayer must ^)end 
$100 on QREs to receive $6.50 of R&D tax credit. Conversely, the U.S. government is 
assured tiiat every $1 of R&D credit given has generated over $16 of private sector QRE 
spending. 

QREs are limited to domestic spending and consist primarily of salaries and wages 
paid for direct research, supervision and support of R&D, 65% of payments to outside 
contractors for R&D, certain R&D supplies, computer time sharing directly related to R&D 
activities, and basic research payments to universities. The Credit does not apply to indirect 
expenditures, R&D expenditures supporting R&D activities such as R&D facilities, overhead 
(or depreciation), computers, equipment, infrastructure, executive compensation or most 
employee fringe benefits. In fact, roughly one-half of a company’s financial statement R&D 
does not qualify for the Credit thereby further limiting its effective rate and increasing its 
spending leverage. Hence, the Credit’s luirrow base limits abuse and applies only to direct, 
legitimate R&D efforts. Moreover, since the conduct of R&D is a labor intensive activity, the 
single biggest component of the credit base historically has been wages and salaries. These 
wages and salaries tend to be for engineers, scientists, researchers and their direct assistants, 
which generally comprise "middle-class" jobs, a critical sector of job growth in our economy. 
Further, certain developmental efforts such as those by pharmaceutical companies are ofien 
conducted ai university hospitals, thereby assisting the university tystems. 

In short, the Credit allows the private sector (rather than the government) to determine 
where R&D dollars are most efficiently allocated, rewards incremental R&D domestic 
spending, is highly leveraged, encourages middle-class job growth, and enhances the ability of 
U.S. companies to compete in the global marketplace. 


VII. Consideration of Stnictuml Changes to RAD Credit 

Madame Chairman, as you know, there have been ongoing discussions on the various 
ways the Credit's current structure might be improved in order to enhance its effectiveness, 
such as having a roiling base period, making the Credit a flat rate with no reference to a base 
period, reducing the maximum fixed base percentage limitation below 16%, and eliminating 
the 50% minimum base rule. Alternatively, some have suggested that the current stna^ture be 
retail^ but tlat taxpayers be given a right to elect at q^ecific tin^ to change to altonato 
rules. While die Committee has clearly heard from companies proposing modifications to the 
Credit’s current structure, it is critic^ for the Committee to uncteratand that many compani^ 
prefer the existing structure and would probably suffer a reduced oedit if the ciarent struchire 
is changed. One of die reasons for adoptiz^ the 1989 changes creating a fixed base 
percentage, escalating the base period amount by reference to revenue, was to correct a 
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Haw in the original Credit’s base period computation vdiich caused companies to spend their 
way out of the Credit. Under the original three>year rolling average spending base amount 
computation, increased R&D spending also incr^sed the base amount, making the Credit 
more difficult to obtain in future years. Since the purpose of the R&D Credit is to encourage 
increases in R&D spending, the base period mechanics should not penalize companies for 
increasing R&D spending. The 1989 changes generally corrected diis problem. The current 
Credit works well for Lotus and many other members of the Coalition. This important 
feature of the current Credit should be retained. 

Many options exist as to the various changes that could be made to the credit; 
however, there is no consensus at this time as to which, if any, would be beneficial to the 
business community. The Committee would find general support for reversing the various 
limitations imposed on the original Credit during the 1980’s, such as the reduction in the 
credit rate from 25 % to 20% and the loss of the deduction for Section 174 expenses. 
Changing the Credit mechanics within a fixed revenue limitation, however, will be a difficult 
process creating winners and losers vriiich deserves careful consideration and study. 

We do not believe that Coi^ress ^ould delay permanence while smdying whether the 
Credit ought to be revised. Accordingly, we believe making the Credit permanent should be 
the first priority. 


VIII. Section 861 RAD Allocatioa Rule 


The current Section 861 R&D allocation rules, which can cause double taxation of 
foreign earnings, create a disincentive to p^tvm R&D activities in the U.S. and increase the 
costs incurred by U.S. companies to compete in international markets. We strongly believe 
the current regulatory rules adversely affects U.S. R&D and the R&D Credit; the rules 
discourage the same U.S. R&D the R&D Credit is intended to encourage. 

The Section 861 R&D allocation issue relates primarily to the allocation of U.S.-based 
research expense for purposes of computing a U.S. company's foreign tax credit. The issue 
spans an 18-year period of continuing controversy, focu^ on Treasury Regulation section 
1.86l-8(e)(3). Under this regulation, issued in 1977, U.S. -owned, research-intensive 
companies with foreign operations are required to treat a significant portion of their U.S. 
research expenditures “as ir such research was conducted offshore for purposes of 
determining foreign tax credits. This reduces the extent to which foreign taxes can be 
credited against U.S. taxes thereby increasing the overall effective rate of tax (U.S. and 
foreign) to which such companies are subject and possibly causing double taxation of foreign 
source income. These allocation rules are arbitrary and create a bias against U.S.-based 
research and U.S.-owned companies competing in a global environment. In my experience, 
no foreign country allows a tax deduction for this research which has, in fact, been conducted 
in the U.S. Consequently, these U.S. companies effectively and economically lose a 
deduction for the expenditures and are exposed to international double taxation to the extent 
they have excess foreign tax credits. In effect, a penalty is directed at those American 
companif.s performing substantial U.S. R&n and sur'?ossfuIly cOmi.Htmg in global m?rke*s; 
both of these characteristics are highly beneficial to the U.S. economy and crucial to the 
growth of the high-tech companies in the Coalition. As a multinational company competing 
in a variety of foreign markets, Lotus, as are many other Coalition members, is adversely 
affected by the existing R&D expense allocation rules. 

Based on the existing regulation, the only way to ensure that such expenses receive 
full deductibility would be to perform the research in a foreign country rather than in the U.S. 
Recognizing that this is counterproductive to American economic interests, and works against 
the primary objective of the R&D tax credit - to increase U.S. R&D, Congress has 
periodically imposed a complete or partial moratorium on the 1977 regulatory rules. The 
most recent moratorium expired December 31, 1994 for calendar year taxpayers, so it is 
important that this problem be corrected as soon as possible. 
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In addition to he ing an incentive for the expatriation of U.S.^based R&D, the Section 
861 rules impose a competitive disadvantage on those U.S.-owned con^Mnies subject to the 
rules. Consider for a moment two muhi-natioDal companies, one U.S.-owned and one 
foreign-owMd, and both investing in new R&D. To focus on the effects of 861, assume that 
the two companies have identical U.S. operations — same investment, cost structure, products, 
technology, management, woricforce, and the same level of U.S.-based R&D. The U.S.- 
owned company would be subject to a higl^ tax burden than the foreign-owned U.S. 
operation due to Section 861 and hence would be at a serious conqietitive disadvantage 
relative to the foreign-owned competitor — a disadvantage ^^1uch would grow each year solely 
as a result of the Section 861 R&D allocation provisions. Fiulher, to the extent the foreign- 
owned competitor conducts its research outside the U.S., it would again enjoy full 
deductibility in its home country. In short, these U.S. tax rules impose a competitive 
disadvantage against many U.S.-owned companies. 

I believe we would all agree that U.S. tax rules should not put U.S.-owned companies 
at a competitive disadvantage for locatii^; R&D in the U.S. This requires a permanent and 
better solution to the issue of the allocation of U.S.-based research expenses. 

Recently, the Treasury Department has indicated that the 1 977 rules in question are 
under review. We hope this will lead to a satisfactory permanent regulatory solution uhich 
will eliminate the continuing controversy. Treasury certainly has the authority to resolve 
these issues, and we hope the Ways and Means Committee and the Congress will urge 
Treasury to exercise its authority. However, if a regulatory solution is rmt forthcoming, we 
ask the Ways and Means Committee to support a permanent legislative moratorium on the 
1977 regulations and make permanent the so-call^ "64% percent solution" uhich has been 
previously enacted in response to this issue. 


'IX. Conclusion 


Madame Chairman, in closing, I again thank you for inviting me to appear before you 
today. I and the many odrer members of tl^ R&D Credit/Section 861 Coalition look forward 
to working with you and the other members of the Subcommittee in achieving permanence for 
the R&D Credit and in fmding a satisfactory permanent solution for the R&D expense 
allocation rules. 
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R&D CREDIT/SECTION 861 COALITION 


September 6, 1 995 


Commissioner Margaret Richardson 
Internal Revenue Service 
1 1 1 1 Constitution Avenue, N.W. 

Washington, D C. 20224 

Attn: CC:DOM:CORP:T R (rNTL-0023-95) 

Re: Proposed Remilanon S I.86l-8(e)(3) 


Dear Commissioner Richardson: 

We, the R&D Credit/Section 861 Coalition, are writing in response to the Notice of 
Proposed Rulemaking published in the Federal Register on May 24, 1995 (60 Fed. 
Reg. 27453) regarding the proposed regulations concerning the allocation and appor- 
tionment of research and experimental ("R&D") expenditures for purposes of deter- 
mining taxable income from sources within and without the United States (hereinaf- 
ter referred to as the "Proposed Regulations"). 

The Coalition is comprised of several prominent trade associations including the 
American Electronics Association, Chemical Manufacturers Association, Electronic 
Industries Association, Information Technology Industry Council, National Associ- 
ation of Manufacturers, Pharmaceutical Research & Manufacturers of America, 
Software Publishers Association and the U.S. Chamber of Commerce. 

The Coalition applauds Treasury's efforts in reexamining the proper allocation and 
apportionment of deductions for U.S. -based R&D expenditures to foreign income 
and, specifically, Treas. Reg. § I .861-8(e) (the "1977 Regulations"). For over 17 
years, there has been uncertainty regarding the proper allocation and apportionment 
of deductions for U S . -based R&D expenditures to foreign income. It is time for a 
permanent resolution, and the Coalition believes that the Proposed Regulations 
represent a significant step in the right direction. 

In addition to being pleased with the attempt to permanently resolve this issue, the 
Coalition is also pleased with a number of technical decisions underlying the 
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Proposed Regulations. First, the Coalition agrees with the decision to adopt the three 
digit (rather than two digit) SIC code grouping rule. The three digit grouping rule 
allows taxpayers to avoid allocating U S. research to foreign income that is truly 
unrelated to that U.S. research. 

Second, the Coalition applauds the decision not to adopt the so-called "goose-to- 
gander" provision included in Section 864(f) of the Internal Revenue Code (the 
"Code") because that provision had failed to recognize the greater impact of parent 
country affiliation on commercialization of R&D. The rule in the Proposed Regula- 
tion, therefore, achieves a more proper matching of income and expense. 

Finally, the Coalition is pleased with Treasury's decision to conform the treatment of 
the Section 936 and R&D allocation rules to the former Section 864(f) rules. Those 
rules provided that the R&D expenditures taken into account under the allocation 
rules should be reduced by amounts taken into account under either the cost sharing 
or profit split method as computed under Section 936(h) (5) (C). Nonetheless, the 
Coalition believes that to fully affect this result, the language of the Proposed 
Regulations should be modified to explicitly clarify that the reduction in R&E 
expenditures provided by Prop. Reg. § 1 .861-8(e) (3) (i) (C) (3) applies when the 
taxpayer has elected either the cost sharing or the profit split method under Section 
936(h) (5) (C). 

Although the Coalition generally subscribes to the approach taken in the Proposed 
Regulations and believes they are a substantial improvement over the 1977 Regula- 
tions, the Coalition believes that the Proposed Regulations can be improved in the 
following ways. 

First, in light of the historical response to the 1977 Regulations, the exclusive 
apportionment provision applicable to the gross sales method of apportionment 
should be expanded to include the optional gross income method of apportionment. 
Second, the election of the optional gross income method of apportionment should 
not be binding on a taxpayer for subsequent years but, rather, should be available on 
a year-by-year basis. Finally, the effective date of the Proposed Regulations should 
be modified to cover fiscal year taxpayers whose taxable years begin after August 1 , 
1994 but before January 1, 1995. Each of these recommendations are discussed 
below. 
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Extension of Exclusive Apportionment to Optional Gross Income Method 

The 1977 Regulations provide that in lieu of apportioning the deduction for R&D 
expenditures on the basis of gross sales, taxpayers may annually elect to apportion 
the entire deduction on the basis of gross income. The 1977 Regulations, however, 
do not permit taxpayers to apportion R&D expenditures exclusively to the place of 
performance if they elect to use the optional gross income method. The Proposed 
Regulations continue this approach, notwithstanding that Treasury concluded in its 
own related Study that, in order to increase the fairness of the 1977 Regulations, the 
Proposed Regulations should reduce the allocation of domestic R&D to foreign 
income by 25 percent in comparison to the 1977 Regulations. For taxpayers that 
consistently use the gross income method, the Proposed Regulations do not provide 
any material relief from the 1977 Regulations. The Proposed Regulations, therefore, 
fail to fulfill Treasury's own goal. 

In order for taxpayers to avoid the potential of double taxation, allocations of R&D 
expenditures would have to be based solely on each taxpayer's facts and circum- 
stances. The 1977 Regulations acknowledged that due to differences in facts and 
circumstances, some taxpayers could reduce their exposure to double taxation by use 
of the gross sales method and others through use of the gross income method. For 
the Treasury to allow those taxpayers who utilize the gross sales method to reduce 
the risk of double taxation by 25 percent as compared to the 1977 Regulations but 
not allow those who utilize the gross income method to reduce their risk by a 
comparable amount, is patently unfair. The Proposed Regulations have broken the 
equilibrium of the past 14 years between those taxpayers who use the gross sales 
method and those who use the gross income method. This equilibrium should be 
retained by permitting those taxpayers who use the gross income method to exclu- 
sively apportion their R&D expenditures on the same basis as taxpayers who use the 
gross sales method of apportionment. 

The Internal Revenue Service should treat the two methods consistently, especially 
since it treated the methods consistently in Rev. Proc. 92-56 and the Administration 
expressed support for a revenue-neutral extension of Section 864(f) of the Code 
which provides for Tax Proposals Before the House Committee on Ways and Means, 
104th Cong., 1st Sess.42 (statement of Leslie B. Samuels, Asst. Secretary (Tax 



203 


Policy, Dept, of the Treasury). Thus, the Coalition notes that the Treasury has 
publicly supported consistent treatment of the gross sales and gross income methods. 


The Optional Gross Income Method Should Not Be Binding 

As noted above, the 1 977 Regulations acknowledged that due to differences in facts 
and circumstances, some taxpayers could reduce their exposure to double taxation 
by use of the gross sales method and others through use of the gross income method. 
The requirement in the Proposed Regulations that taxpayers who elect to apportion 
R&D expenditures on the optional gross income method are bound to use such 
method in future taxable years nonetheless, ignores such factual differences. Neither 
the Proposed Regulations nor the Treasury Study gives any indication why the 
binding election rule was adopted Regardless of the level of exclusive apportion- 
ment ultimately provided by the regulations for the gross income method, it is 
nevertheless an acceptable method, and as such, should not be burdened by extra 
requirements not placed on the other acceptable method. Taxpayers should be 
entitled to choose each year the method of apportionment that best reduces their 
potential for double taxation There is no tax advantage to taxpayers who elect to 
apportion R&D expenditures on the basis of gross income in one year and then on 
the basis of gross sales the next; such taxpayers are merely reducing the real cost of 
double taxation. 


Modification of Effective Date Provision 

The effective date of the Proposed Regulations is for taxable years beginning after 
December 31, 1995, although the regulation gives taxpayers the option of electing to 
apply the Regulations for taxable years beginning after December 31,1 994 This 
effective date permits calendar year companies to apply the new regulation to their 
first taxable year beginning after the regulation's latest moratorium Fiscal year 
companies whose taxable years begin after August 1, 1994, but before January 1, 
1995, however, will suffer a one year "gap" during which the 1977 Regulations will 
apply because the last extension of the moratorium on the 1 977 Regulations applied 
to the first taxable year beginning on or before August 1, 1994 Section 864(f)(6) of 
the Code, as amended by the OBRA OF 1993. 
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Although the gap in the effective date provisions of Section 864(f)(6) of the Code 
and the Proposed Regulations may only be an oversight, it needs to be corrected in 
order to prevent unfair results to fiscal year taxpayers whose taxable years began 
after August 1, 1994, but before January 1, 1995. 

Thank you for considering these comments. 


Sincerely, 


American Electronics Association 
Chemical Manufacturers Association 
Electronic Industries Association 
Information Technology Industry Council 
National Association of Manufacturers 
Pharmaceutical Research & Manufacturers of America 
Software Publishers Association 
U S. Chamber of Commerce 
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Chairman Johnson. Thank you very much, Mr. Sample. 

Ms. Kaye. 

STATEMENT OF TRACY ANNE KAYE, ASSOCIATE PROFESSOR 

OF LAW, SETON HALL UNIVERSITY SCHOOL OF LAW, SETON 

HALL UNIVERSITY, NEWARK, NJ. 

Ms. Kaye. Thank you, Madam Chairman, and members of the 
Subcommittee on Oversight, for the opportunity to testify before 
you today. I am Tracy Kaye, an associate professor of law at Seton 
Hall University School of Law. I appear before you today to com- 
ment on the 861 R&D allocation rules. 

I am here to urge Congress to take into consideration inter- 
national economic policy and the effects of any proposals on the 
competitiveness of U.S. corporations. U.S. international tax policy 
needs to minimize tax deterrents to productive international eco- 
nomic activities and needs to avoid creating a hostile tax environ- 
ment. 

The reality of the global marketplace is that our tax system must 
interact with other countries’ tax systems. Therefore, Congress 
should consider other nations’ tax systems when designing our 
own. The United States uses a forei^ tax credit system to elimi- 
nate international double taxation. This credit is limited, however, 
to the U.S. tax liability on foreign-source taxable income. To com- 
pute this limitation, sourcing of income and allocation of expense 
rules are necessary to determine foreign-source taxable income. 

These rules generally aim to ensure that income subjected to for- 
eign tax is treated as foreign source. Any allocation of expense to 
foreign-source gross income reduces foreign-source taxable income 
and, correspondingly, the foreign tax credit limitation. Thus, too 
great an allocation to foreign-source income leads to double tax- 
ation. 

The R&D expense category has proven to be one of the most dif- 
ficult to allocate, primarily because R&D expenses are capital in 
nature. Although these costs are incurred to earn future income, 
code section 174 permits a current deduction. 

Most expenses are allocated to domestic or foreign-source income 
on the basis of their factual relationship to the production of par- 
ticular gross income. Because R&D expenses do not generally re- 
late to gross income earned in the current period, the matching 
principle is not helpful. 

The regulations contain detailed rules for the allocation and ap- 
portionment of R&D expenses. Since 1981, the regulation has been 
modified eight times by legislation, which lets you know there is 
a problem. What is this problem? Well, conflicts between the 
sourcing of income and allocation of expense rules of the United 
States and foreign countries lead to economic double taxation. No 
foreign country grants a deduction for R&D performed in the Unit- 
ed States just because a U.S. regulation allocates that expense to 
foreign-source income. 

What do other countries do? Many countries use a tracing ap- 
proach, allocating expenses incurred within the residence country 
to domestic-source income, and expenses incurred outside the coun- 
try to foreign-source income. 
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Other countries follow generally accepted accounting principles 
for attributing items of expense to categories of gross income. To 
my knowledge, no country has R&D allocation rules similar to the 
U.S. rules. Generally, the allocation of expense rules of foreign 
countries are much less developed and often relying on a facts- 
and-circumstances determination. This absence of sophisticated 861 
allocations in foreign countries means that foreign-owned multi- 
nationals enjoy a tax advantage over the foreign activities of U.S. 
multinationals. 

The sourcing of income and expense allocation rules should be 
designed to achieve three goals — the elimination of double taxation, 
the elimination of undertaxation, and the distribution of tax juris- 
diction among soverei^ governments in some mutually agreeable 
fashion. The only solution that will simultaneously satisfy all three 
goals is international consensus on a set of rules for the sourcing 
of income and the allocation of expenses. Therefore, I urge Con- 
gress to encourage the Treasury Department to take the lead in the 
negotiation of such a harmonized set of rules. 

Until such an international aCTeement is reached, however, I 
propose that the allocation of R&D expense to foreign-source in- 
come should only occur where deductible in the foreign jurisdiction. 

The tax planning of multinationals focuses on the reduction of 
worldwide tax liability, not just U.S. tax liability. Therefore, pven 
that U.S. corporate tax rates are often lower than most other juris- 
dictions, there is already a built-in incentive to claim all allowable 
deductions against foreign-source income ag^essively so as to re- 
duce the foreign tax burden. To the extent U.S. multinationals are 
operating in jurisdictions with lower tax rates than the United 
States, it will be necessary to develop a mechanism to allocate the 
R&D expense allowable as a deduction in the foreign jurisdiction. 

I believe this departure from U.S. tax policy is justified because 
of the unique income measurement problems that exist with re- 
spect to R&D expenses. The U.S. unilateral resolution to this issue 
has led to double taxation for many U.S. multinationals. This is ad- 
mittedly a second-best and should not be a permanent solution. 

Once again, the only way to satisfy the international goals of de- 
signing a system that avoids overtaxation and undertaxation is to 
harmonize the rules for the sourcing of income and the allocation 
of expenses. 

Thank you. 

[The prepared statement follows:] 
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SetCND Hall University School of Law 

Before the 

COMMITTEE ON WAYS AND MEANS 
SUBCOMMITTEE ON OVERSIGHT 
UNITED STATES HOUSE OF REPRESENTATIVES 

May 10, 1995 


Introduction 

Thank you. Chair man Johnson, Congresscnan and Members of the Subcommittee on 

Oversi^t, for the (^jportuoity to testify before you today. I am Tracy Kaye, an Associate 
Professor of Law at Seton Hall University School of Law. I appear before you today to 
comment on Treasury Regulation Section 1.861-8(eX3). the research and experimentation 
expense allocadon rules, often referred to as the *861 R&D allocation rules." 

I am here to urge Congress to take into considoation international ecoiK)mic policy and the 
effects of any proposals on the competitiveness of U.S. corporations. U.S. international tax 
policy needs to minimize tax deterrents to productive iniemational economic activities and 
avoid creating a hostile tax environment. 

Applying the United States income tax system to international transactions is inherently 
complex because cross-border transactions do not have a single geographic source. Thus, in 
order to avoid either double taxation or undertaxation of these transactions, a coherent set of 
rules for determining the geographical source of taxable income must be developed. To 
achieve a coherent system of imematiooal uxatton, the United States should take note of how 
other countries tax intematioaal income.’ The reality of the global marketplace is that our 
tax system must interact with other countries’ tax systems. Therefore, Congress should 
consider other nations’ tax systems in designing our own. 

Historical Background 

The United States (axes the worldwide income of its coiporations and uses a foreign tax 
credit system to eliminate international double taxation. The foreign tax credit is limited to 
the United States (ax Liability on foreign source taxable income to ensure that the foreign tax 
credit does not reduce the U.S. corporation’s taxes on its domestic income. To compute this 
limitation, sourcing of income and allocation of expense rules are necessary to determine 
foreign source taxable income. The rules generally aim to ensure that income subjected to 
foreign tax is treated as foreign source. Any alloc^on of expense to foreign source gross 
income reduces foreign source tax^le inccmie and correspondingly the foreign tax credit 
limitation. Thus, too great an allocation to foreign scHirce income leads to double taxation; 
too little leads to undertaxation of the cross-bor^r income.^ 


’Charles I. Kingson, The Coherence of International Taxation, 81 Colum. L. Rev. 
1151, 1153 (1981). 

^Department of the Treasury; Iniemational Tax Reform, An Interim Report (January 
1993). 
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The research and development (R&D) expense cattgory has proven to be one of the most 
difficult to allocate, primarily because R&D expenses are capital in nature. Although these 
costs are incurred to earn future income, code section 174 permits a current deduction as an 
incentive for the performance of R&D. Most expenses are allocated to domestic or foreign 
source income on the basis of their factual rel^omhip to the production of particular gross 
income. Because R&D deductions do not generally relate to gross income earned in the 
current period, the matching principle of Treasury regulation 1.861-8 is not helpful. 

The Section 1.861-8 regulations, published in 1977, contain detailed rules for the allocation 
and apportionment of R&D expenses. These rules require government mandated R&D 
expenses to be allocated to the gross income arising in the country where the benefit is 
exp^ted to be derived. The remaining R&D expenses must be allocated to the product 
categories to which they relate or to all categories if the expenses caimot be related to a 
particular product category.^ Allocation is followed by an apportionment procedure whereby 
a fixed percentage of R&D (at present 30 percent) is apportioned to the geographic source 
where over half of the taxpayer’s deductible research expenses are incurred.^ The remaining 
expense is apportioned on the basis of gross sales.* 

Alternatively, a taxpayer may use an optional gross income method to apportion the non- 
government mandated expenses on the basis of relative amounts of gross income from 
domestic and foreign sources.^ Unfortunately, it is actually even more complicated than the 
above description. Since 1981, this regulation has been modified eight times by temporary 
legislation to permit an exclusive apportionment (ranging from 50 percent to 100 percent) to 
the actual place of performance of the R&D. 

Problem 

Conflicts between the sourcing of income and allocation of expense rules of the United States 
and foreign countries lead to economic double taxation. No foreign country grants a 
deduction for R&D performed in the U.S. on the basis of U.S. regulatory allocation of that 
expense to foreign source income. Many countries use a tracing approach, allocating 
expenses incurred within the residence countiy to domestic source income and expenses 
incurred outside the country to foreign source income. Other countries follow generally 
accepted accounting principles for attributing items of expense to categories of gross 
income.’ 

To my knowledge, no country has R&D allocation rules similar to those required by the 
United States. Generally, the allocation of expense rules of foreign countries are much less 
developed, often relying on a facts and circumstances determination * This absence of 
sophisticated 861 allocations in foreign ccHintries means that foreign-owned multinationals 
enjoy a tax advantage over the foreign activities of U.S. multinationals.*' 


treasury Regulation Section I.861-8(e)(3)(j)(A). 

^Treasury Regulation Section 1.861-8(e)(3)(ii)(A). 

^Treasury Regulation Section 1.861-8(e)(3)(ii)(B). 
treasury Regulation Section 1.861-8(e)(3)(iii). 

’Department of the Treasury, supra note 2 at 31. 

^International Fiscal Association (IFA), Rules for determining income and expenses as 
domestic or foreign, LXVb Cahiers de droit fiscal international (1980). 

^Charles I. Kingson, The Foreign Tax Credit and Its Critics, 9 Am. J. of Tax Policy 
1. 57 (1991). 
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ReaMnmendation 

The sourcing of income and expense allocation rules should be designed to achieve three 
goals: 1) the elimination of dtmble taxation; 2) the elimination of undertaxation; and 3) the 
distribution of tax jurisdiction over taxable inccxDe among sovereign governments in some 
mutually agreeable fashion. The only solution that will simultaneously satisfy ail three 
goals is international consensus on a set of rules for the sourcing of income and the 
allocation of expenses. ThCTefore, I urge Congress to encourage the Treasury Department to 
take the lead in the negotiation of such a harmonized set of rules. 

Until such an international agreement is reached, 1 propose that the allocation of R&D 
expense to foreign source inccnne should only occur where deductible in the foreign 
jurisdiction. The tax planning of multinationals focuses on the reduction of worldwide tax 
liability, not just U.S. tax liability. Therefore, given that U S. corporate tax rates are often 
lower than most odier jurisdictions,*' there is already a built-in incentive to claim all 
allowable deductions against foreign source ioccMne aggressively so as to reduce the foreign 
tax burden. To Che extent U.S. multinationals are curating in jurisdictions with a lower tax 
rate than that of the U.S., it will be necessary to develop a mechanism to allocate the 
greatest amount of R&D expense allowable as a deduction in the foreign jurisdiction. 

This is a departure from traditional U.S. tax policy which requires that foreign source 
taxable income be conqxiled according to U.S. concepts. It is probable that research 
expenses incurred in the U.S. produce not only domestic income but also foreign income,'^ 
therefore to the extent (tie amount of research expense deductible in the foreign jurisdiction 
is less than the amount inoperly allocable to the foreign source income, the United States 
would suffer a loss of revenue in favor of the foreign jurisdiction. 

I believe this departure from U.S. tax policy is justified because of the unique income 
measuremeiU problems diat exist with respect to R&D expenses. The Unit^ States’ 
unilateral resolulkm to this issue has led to double taxation for many U.S. multinationals.'^ 

In theory, these double taxation {Moblems should be resolved through the negotiation of 
bilateral treaties and the cooqieteiu authority otechanism.'* However, given the limited treaty 
network of the United States, the lengthy treaty negotiation process, and the problems with 
the competent authority process, diis is not realistic. 

This is admittedly a second best, and should nc^ be a permanent, solution. Once again, the 
only way to satisfy the international goals of designing a system that avoids overtaxation and 
undertaxation as well as providing for an equitable distribution of tax revenue among 
sovereign governments is to harmonize the rules for the sourcing of income and the 
allocation of expenses. It will be necessary to study the approaches taken by tbe various 
governments’ tax systems and develop a system that is mutually agreeable. Note that these 
rules are of paramount importance whether adoiinistrating a territorial tax system or a foreign 
tax credit system. 


“'Michael J. McIntyre, The Iruemational Income Tax Rules of the United States, 3-65 

(Butterwoith 1992). 

"See Ernst & Young. Worldwide Corporate Tax Guide (1994). 

'^The counterargument made by some is that these expenses are recovered initially in 
the domestic market, and, as royalties or other payments represent the profits, no 
allocation should be made to foreign income. 

'^Double taxation only occurs for those taiqiayers in an excess foreign tax credit 
position, i.e. those taxpayers whose foreign income taxes paid exceed their foreign 
tax credit limitatio n. It is generally assumed that tbe majority of multinational 
corporations are in an excess credit position. 


^Mclnfyre, supra note 10. 
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As cross-border activity between Canada and Mexico increases because of the North 
American Free Trade Agreement, it will be necessary to attempt some harmonization of 
these respective tax systems, including the allocation of R&D expenses. The European 
Union, now comprised of fifteen countries, is already engaged in a similar exercise. These 
efforts should pave the way for the negotiation of a coherent system for the sourcing of 
income and allocation of expenses of international transactions. 


'^See generally, Tracy Kaye, European Community Tax Harmonization and the 
Implications for U.S. Tax Policy, Tax Foundation (1994). 
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Chairman Johnson. Thank you very much, Ms. Kaye. 

Mr. Wiacek. 

STATEMENT OF RAYMOND J. WIACEK, TAX COUNSEL, JONES, 

DAY, REAVIS & POGUE, ON BEHALF OF EMERGENCY 

COMMITTEE FOR AMERICAN TRADE 

Mr. Wiacek. Thank you, Madam Chair. My name is Ray Wiacek. 
I am here to testify on behalf of the ECAT, Emergency Committee 
for American Trade. 

ECAT is an organization of about 60 very large U.S. multination- 
als. They employ over 5 million people and generate annual sales 
in excess of $1 trillion. The membership includes some of the most 
R&D-intensive companies in the world. 

I am here to talk about the so-called 861 R&D regulations, and 
I have submitted a written statement for the record, so I would like 
to come off the written page and just talk to you directly and brief- 
ly for a moment. 

The 861 R&D reflations treat a portion of U.S.-performed R&D 
as if it were done abroad. Technically, these rules work through the 
foreif tax credit rules. But there are economic consequences, prin- 
cipally the denial of a deduction for that portion of U.S. R&D 
deemed to be foreign. 

Now, as Professor K^e has said, no foreign county grants a de- 
duction for such R&D. From time to time, the Joint Committee has 
pointed out that this might be wrong as a purely theoretical mat- 
ter. I think in the Joint Committee’s pamphlet for the last hearings 
on this apportionment issue they cited the Philippines and Turkey 
as possibilities where you might get a deduction. In the Joint Com- 
mittee’s pamphlet for this hearing, it is noted that in Finland or 
New Zealand a U.S. company also might be able to obtain a deduc- 
tion. The Joint Committee specifically notes, however, that in such 
major trading partners as Japan and Canada, that no deduction 
would be obtained. 

Of course, in the real world the denial of such a deduction makes 
sense. You would know yourself. Madam Chair, that there is not 
a chance that we would get a deduction in Japan for en^neering 
salaries paid or lab supplies purchased in Connecticut. It just isn’t 
going to happen. 

Now, the consequence of the section 861 R&D apportionment reg- 
ulations is that the cost of U.S. R&D has been increased, or put 
another way, that the amount of R&D that you could do for a given 
level of investment is decreased. 

These section 861 R&D regulations are about as controversial as 
any I can remember. They were first issued in 1977. They phased 
in and became fully operational in 1980, and almost immediately 
Congress began to enact a series of full and partial moratoriums — 
moratorium against their application. Looking back at this activity, 
it is like reviewing a “who’s who” list of the tax legislation of the 
last dozen years. 

Congress first enacted a moratorium in 1981 in ERTA, then 
again in DEFRA, then again in COBRA, then again in the 1986 
Tax Reform Act, then in all the various OBRAs of the late eighties 
and the Tax Extension Act and so on. I think Mr. Sinaikin said he 
thought there were seven. By my count, there have been nine legis- 
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lative moratoriums. The Treasury also acted in 1992 administra- 
tively, granting relief from its own regulations. 

Now, a lot of good has come from the above activity. For one 
thing, the record is long. All of this activity has been accompanied 
by testimony, studies, committee reports, that time and again ques- 
tion the tax policy, noting the disincentive to U.S. R&D, asking for 
further studies and so on. But there has been one major downside 
to all this activity. It has all been temporary, and this is tragic, be- 
cause R&D is a long-term, risk-laden proposition, and it requires 
commitment, stability, and consistency in terms of government pol- 
icymaking. 

Now, looking at the above record, you have really got to admit 
that imposition of the 861 penalty, removal of it on a full basis for 
1 year, then removal of it on a 50-percent basis for half a year, 
then imposition of the penalty again, then removal of it on a 2-year 
basis for 64 percent, and so on, is not a model of stability. 

As to consistency, I think it is ironic that we have heard much 
testimony today about the incentive provided by the R&D credit 
and the need for it. At the same time, we leave regulations out- 
standing that impose a penalty on the same R&D, so we are talk- 
ing both about an R&D incentive and a penalty coexisting. 

Now, as you mentioned. Madam Chair, there has been a develop- 
ment, and it somewhat changes the conclusion of anyone’s testi- 
mony. The development is news from the Treasury Department 
that it intends to resolve the section 861 issue by administrative 
action, which is within its power. Without this development my 
conclusion would have been to urge the subcommittee to initiate 
legislation that would once and for all resolve the section 861 R&D 
issue and bring a permanent solution to this area. But we have 
been working with the Treasury, and we applaud their sincerity 
and good faith in dealing with this regulation. We did hear Deputy 
Assistant Secretary Beerbower testify yesterday that some relief is 
imminent. So I think I would conclude instead, by asking that this 
subcommittee stay involved and stay interested because, despite 
applauding Treasury’s sincerity and good faith, after, lo, these 
dozen years, we are going to believe it when we see it. 

If and when those regulations come out, we would ask that the 
subcommittee stay interested with us in order to make sure that 
the solution is permanent and that it embodies fair and sound tax 
and R&D policy. 

Thank you very much. 

[The prepared statement and study with attachments prepared 
by Martin N. Baily and Robert Z. Lawrence follow:] 
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My name is Raymond J. Wiacek and I am a partner here in Washington with Jones, 
Day, Reavis & Pogue. I am testifying on behalf of the Emergency Committee for American 
Trade, or ECAT. ECAT is an oiganization that represents over 60 large U.S. corporations 
with vital interests in international tax and trade. Its member companies employ over 
5 million people and generate over $l trillion in annual sales. Its membership includes 
many R&D-intensive companies who perennially rank among those with the largest 
commitments to R&D. 

I am hear to testify with respect to Tkeasury Regulations § 1.861-8 as they apply to 
R&D •• that is, the so-called ”86t-R&D” regulations. These regulations treat a portion of 
R&D done in the U.S. as if it were done alnroad. The regulations operate, technically, 
through the foreign tax credit rules, but their effect is the same as denying a deduction for 
that portion of U.S. R&D ’deemed" to be foreign. Of course, no major foreign country 
grants a deduction for R&D costs incurred in the U.S. Just because the U.S. Treasuiy deems 
a portion of that R&D to be "foreign.” This makes sense. Docs anyone really believe that 
Japan will allow a deduction against Japanese income for engineering salaries paid in 
Connecticut or chips and semiconductors consumed in California? Would the U.S. let a 
plant in Ohio assembling Japanese autos reduce its U.S. Income taxes for research done 
on emission controls in Toyota City? 

Because they effectively deny an R&D deduction for many U.S. companies, the 861> 
R&D regulations increase the net cost of R&D performed in the United Stales, and 
decrease the overall amount of R&D that can be undertaken for a given level of investment. 
In 1983, in fact, the Department of the Treasury reported that the 861-R&D rules would 
reduce overall levels of U.S. R&D. Many R&D-intensive companies also have asked why 
they shouldn't move some of their R&D abroad, since the Treasury treats some of their 
R&D as if done there anyway. 

The 861-R&D rules have been controversial since their issuance in 1977. They 
became fully operational in 1980 after a "phase in", and ('ongress promptly thereafter began 
enacting short-term "moratoriums" against their application. These now total mneP 
Sometimes these have been full moratoriums, and sometimes 50% or 64% of U.S. R&D was 
freed from possible allocation to foreign sources. The Treasury, too, has adopted a 
temporaiy solution to the 861-R&D problem, holding as a regulatory matter in 1992 that 
64% of U.S. R&D need not be subject to foreign allocation. 

Each of these actions by Congress and Treasury was accompanied by testimony, 
economic studies, and legislative reports noting the disincentive to U.S.-R&D, questioning 
the tax policies inherent in the regulations, calling for further study, and so on. For 
example, a 1991 study by Baily and Lawrence found that over 300 U.S. corporations, 
performing approximately 80% of this countiy’s industrial R&D, were penalized by the 
861-R&D rules.^ The bottom line here is that the record on this issue is already long. 


^ The 861-R&D problem was addressed in the 1981 Act (ERTA), the 1984 Act 
(DEFRA), the 1985 Act (COBRA), the 1986 Act (TRA), the 1988 Act (TAMRA), the 1989 Act 
(OBRA), the 1990 Act (OBRA), the 1991 Act (TEA), and the 1993 Act (OBRA). 

^ A copy of this study is attached. It is worth noting that Marlin Baily, one of the 
authors, is now a member of the Council of Economic Advisors. 
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Unfortunately, no one has permanently resolved this long-acknowledged problem. 
This is significant, because R&D is a long-term, risk-laden proposition that requires stable 
and consistent governmental policies. The stability necessary is not demonstrated, however, 
by policies that remove the 861 penalty on U.S. R&D episodically and for differing short- 
term periods. The consistency necessary also is lacking where an R&D credit meant to 
foster R&D is adopted at the same time regulations which penalize R&D are left 
outstanding. 

As a matter of sound lax and R&D policy ~ and as a matter of good government - 
it is time to resolve once and for all the long-festering 861-R&D problem. ECAT strongly 
supports adoption of a solution like that embodied in the many moratoriums heretofore 
passed - but on a permanent basts. ECAT urges the Subcommittee to demonstrate its 
commitment to U.S, R&D and sound tax policy by initiating such a solution. 
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Martin N. Baily 

Professor of Economics at tbe Universi^ of Maryland 
and Guest Scholar. The Brookings Institution' 

and 

Robert Z. Lawrence 

Senior Fellow, The Brookings Institution 


At a time of intense foreign competition and slow productivity growth it is 
essential that the U.S. economy sustain or even strengthen its commitment to 
commercial R&D. And, recognizii^ this, there is now broad agreement among 
poli^makers on the need for a permanent R&D tax credit At the same time, it is vital 
that other provisions of the U.S. tax code do not o^t or reduce the impact of the 
R&D tax credit. One such provision that would be harmful in its effect on domestic 
R&D is tax regulation 861*8. 

Tax regulation 861*8 requires international companies to attribute part of their 
U.S. R&D to their foreign-source income. Tliis regulation has been largely suspended 
since its inception, but the most recent suspension will expire at the end of this year and 
this would provide an incentive for U.S. companies to move some of their R&D 
overseas. Given the global operations of mai^ companies and the fact that qualified 
scientists and engineefs are now available in a numlwr of foreign countries, this 
incentive could lead to a significant reduction of U,S.*based R&D. 

It has been argued that the 861*8 prmdsion is narrow in its scope and that only a 
few companies would be affected by the proposed repeal. In this testimony I report on 
a study of this question conducted by myself and Ro^rt Z. Lawrence.* We evaluated a 
sample of 524 companies performing most of U.S. R&D. We find that 304 companies. 
accounting for 82 pereent of sample RAD spending, are likehr to be adversely affected if 
regulation 861*8_werc fu lly implemented. 


The Importance of R&D 

In earlier studies we have argued that there is a persuasive case for using public 
policy to encourage commercial R&D.' When a U.S. company develops a new 
technology, it cannot prevent other companies fiom borrowing or imitating the new 
developments. Even when there is patent protection, other companies can "invent 
around" the patent and introduce their own ^^lsion of the new product 

The fact that a given development in technology has "spillover" benefits for all 
companies is not bad for the economy. It means that new ideas spread throughout tbe 
economy and consumers benefit from the o>mpetition among multiple suppliers. In 
some cases, high-technology companies will even foster the cooperative element of 
technology development by using cross-licensing agreements or joint-venture R&D 
projects, as have occurred in the semiconductor industry. 

The problem with the spillover of technolc^ is that it reduces the private 
incentive to perform R&D. Any given company will weigh only the effect on its own 
profitability of its R&D when deciding how much R&D to perform. It will not include 
in its calculation the benefits to other companies and to consumers, and the result is 


This study was sponsored by the Council on Research and Technology. 


'The views expressed here are our own. They do not represent those of the 
Brookings Institution. 
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that the private rate of return to R&D is well below the social rate of return. <The 
private rate is the rate of return to the company that performs the R&D. The social 
rate includes the private rate plus the rate of return to the economy at large). Since 
there is this dispari^ bet ween the private and social rates of return, too little_R&D is 
performed . The economy as a whole, therefore, has a stake in encouraging additional 
R&D. This argument provides the main ration^e for providing a tax credit for R&D 
and also explains why it is essential to make sure that adverse incentives in one part of 
the tax code do not undo the favora ble effects that have been obtained elsewhere. 

Many types of investment are helpful in terms of improving U.S. productivity and 
competitiveness and for creating jobs, but investment in R&D is special. For most 
investments, the private and social rates of return are close together, so that we can 
leave it to the market to ensure that there is an adequate amount done. This is not to 
deny the importance of policies that keep long term interest rates low and tax burdens 
reasonable in order to encourage all investment Rather, it says that there is no need 
for special treatment for most Idnds of investment, indeed it is to be avoided. R&D is 
different because of the huge g^ between private and social rates. 

A study by Edwin Mansfield and associates at the University of Pennsylvania in 
1977 found that the social rate of return to R&D was over 50 percent compared with 
about half that for the private rate.* There have been munerous follow-up studies of the 
returns to R&D done since then using Mansfield’s approach and using alternative 
methods. It has been found consistently that the social return to R&D is much higher 
than the private rate ^d that there has been no reduction over rime in the returns to 
R&D .* Despite the relatively slow growth of the U.S. econon^ in the last twenty years, 
it remains the case that commercial R&D is a very good investment for everyone in the 
economy. Slow economic growth does not seem to have diminished the payoff to R&D. 

Based upon arguments such as these, we have strongly supported the R&D tax 
credit as one way of encouraging additional R&D. And in our own empirical analysis of 
the impact of the credit that was in efiect from 1981-SS we found that it had increased 
commercial R&D by about SIS billion per year. Some other empirical estimates found 
smaller effects, but there was a clear consensus from a v ariety of studies that tax 
incentives for R&D can increase the amount of commercial R&D. and indeed they have 
done so .* The tax treatment of R&D is an important determinant of the amount of 
R&D performed. Moreover, the efforts to refonn the incentive structure of the credit 
have paid off, so that the proposed permanent R&D credit will provide a surprisingly 
strong incentive for R&D given its rather small revenue effect.* There is now broad 
agreement in Congress and the White House that an R&D tax credit is desireable. 

At this time, however, the Congress is a}nsidering how to treat R&D for 
companies that have significant foreign operations. Tax regulation 861-8 says that part 
of the U.S. R&D expenses of a U.S. multinational compaity must be attributed to its 
foreign activities, liiis regulation has been largely held in suspension until now, but if it 
were enforced as written it would provide a substantial incentive for U.S. companies to 
move R&D overseas, thereby depriving the U.S. economy of much of the benefit of this 
investment. 
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Jhe Adverse R&D Tax Incentive Caused bv S61-8 

The U.S. tax code treats U.S. owned companies on the basis of their world-wide 
income. Companies must compute both their domestic and their foreign source income 
and pay U. S. corporate income tax on both parts, with a credit given for the taxes paid 
to foreign governments in order to avoid double taxation. The U.S. tax code has long 
specified that companies can take no more in foreign tax credits than the amount that 
they would have paid in U.S. tax on their foreign income. If the foreign government 
nevertheless sets a tax rate that is higher than the U.S. rate, the comptmy bears the 
burden. This prevents a high tax country from passing its taxes to the U.S. Treasury via 
the foreign tax credit 

For many years the corporate income tax rate in the U.S. was roughly in line with 
tax rates in the main countries where U.S. multinationals were located. Companies were 
therefore able to take almost all of their foreign tax payments as credits against their 
U.S. taxes. There was no particular incentive within the tax code to locate production 
or other facilities in one country or another. Following the changes that took place in 
the tax code in the United States in the 1980s, particularly the 1986 changes, this is no 
longer the case. The tax rate on corporate income in the U.S. is below the rates in most 
other major countries. This means that more U.S. multinational companies find 
themselves in the position of having excess forei gn tax credits. 

Regulation 861-8 states that a company computing its foreign source income must 
attribute a fraction of its U.S. R&D expettses to its foreign activities, even though all of 
the R&D is actually being performed in the U.S. For example, a company that had 
$100 million of R&D or U.S. R&D expenses might have to attribute $20 million to its 
foreign operations. This raises its domestic source income and its domestic tax liability. 
But since no foreign government allows comoanies to deduct R&D expenses incurred in 

the U.S. from their taxable income within the foreign country, the 861-8 attribution does 

not correspondingly reduce the amount of foreign taxes paid bv the company. 

Since many or most U.S. companies with substantial foreign operations are now 
in an excess foreign tax aedit position, the 861-8 regulation, if fully implemented, would 
inaease their overall tax liability and, more importantly, the regulation would also 
change the calculations of the costs and benefits of locating R&D in difierent countries. 
Such companies would then have a very substantial tax incentive to move some of its 
R&D operations to countries where it has production facilities or where it is earning 
taxable income. Consider the example that was given earlier and suppose that this 
company decided to cut its actual U.S. R&D by 20 percent, to $80 million, and to 
establish a lab overseas with annual spending of $20 million. Its total R&D costs are 
the same as before, but its tax situation is now very different. The $20 million of 
foreign spending is now a deductible business expense in the foreign country. If the 
corporate tax rate overseas were, say, 4S percenC then the company would reduce its 
foreign tax liability by $9 million (0.4S x 20). The company’s U.S. tax liability on its 
foreign income is unchanged because it has excess foreign tax credits, but its tax liability 
on its U.S. income would rise by $6.8 million (0.34 x 20). In this exrunple, therefore, the 
tax benefit to the compatty represents 11 percent of the amount of R&D shifted (100 x 
(0.4S- 0.34)). For companies with excess foreign tax credits, the 861-8 Drovisiott-will 
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generate an important incenrive for shiftimi R&D overseas, the percentage incentive 
being equal to the difference between the U.S. and foreign corporate income tax rates . 


R&D in The U.S. Economy and Overseas 

After a number of years in which eveiy new economic statistic seemed to bring 
more bad news about the performance of the U. S. economy compared to its major 
competitors, we are now discovering that U.S. industry has more strength than we 
thought. The trend of productivity growth in U. S. manufacturing has been excellent 
since the early 1980s. The trade deficit is declining, indeed the most recent figures 
indicate that the U.S. is running only a veiy small deficit in manufactured goo^. And 
as we move out of the current recession, even employment in manufacturing should 
improve. These gains have come, however, despite a continuation of the very fierce 
foreign competition that now characterizes the world economy. There remain many U.S. 
industries that are having trouble competing and mai^ more that are succeeding only by 
making continual efforts to improve their technology, productivity and product quality. 
Clearly, the ability and willingness of U.S. companies to fund R&D is crucial in 
determining the outcome of this competitive effort 

The danger of the 861-8 regulation is that it would generate an incentive for 
many companies to transfer their R&D overseas. This would have a detrimental effect 
on U.S. economic performance at a critical time for U.S. industry. R&D is particularly 
important because of its high social rate of return; it gives spillover benefits even to 
those who are not performing it To some extent these spillover benefits are 
international. They can be gained regardless of where the R&D is performed. A new 
technology developed in Switzerland can be applied in a factory in Ohio. But most of 
the spillover benefits are local. A scientist or engineer learns by working for one 
compmy and then carries this knowledge with him or her to another company. A 
scientist or engineer based in a U.S. university consults for U.S. companies and then 
uses this knowledge and experience to help in teaching students. When Toyota 
developed its innovative methods for auto assembly, this new technology spread fairly 
quickly to other Japanese auto companies and to other assembly lines. It has taken 
much longer for U.S. companies to copy the innovation and adapt it to U.S. needs. 

Many of the spillover benefits of R&D occur within national borders. 

The responsiveness of U.S. R&D to the adverse incentives embodied in the 861-8 
regulation may be veiy substantial. The U.S. has been the leader in scientific and 
engineering research for a long time and it remains the leader today. Twenty years ago, 
few U.S. companies would have been willing to move much of their R&D overseas 
because the trained personnel were not available and there was not the same critical 
mass of research going on. Today, Germany and Japan have a larger fraction of their 
GNP devoted to civilian R&D than does the U.S. Electronics research can be moved to 
Japan, pharmaceutical research can be moved to Europe and software development can 
be moved almost anywhere in the world. Multination^ companies are now citizens of 
the world and will locate their activities where they earn the most return. Indeed the 
pressure of competition forces them to do this. 
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We are not suggesting that R&D will suddenly flee the U. S. if the 861-8 
exemption is repealed. There are many good reasons for companies to do research 
here. The real question is: What is going to happen at the margin? If there is a 
substantial incentive to move R&D overseas or to construct new labs overseas rather 
than here at home, this is going to happen and U.S. R&D will be adversely affected. 

We do not know of any clear evidence that shows exactly how large the response is 
likely to be, but if each dollar of R&D that moves overseas reduces a company’s total 
tax liability by 10 cents or more (as seems to be the case) and if many, many companies 
are affected by the regulation (as we will show below), then the effect of it is bound to 
be substantial. 


How Many Companies Will Be Affected? 

The potential adverse effects of the 861-8 provision on U.S. R&D have been 
recognized for some time, but their importance has been questioned. One argument is 
that only a very few companies would be subject to the regulation. Most of the 
companies performing R&D in the U.S. would not be affected, it is said, and so the bulk 
of R&D would be unaffected. Moreover, whenever provisions of the tax code affect 
only a very few companies, there is concern that the case for tax relief reflects merely 
special pleading by ^ese few companies, rather than being based upon true public policy 
concerns. 

The issues, then, are whether regulation 861-8 affects a small or a large number 
of firms and whether it applies to a stiiall or large fraction of total corporate R&D. We 
have addressed these questions by looking at 743 manufacturing companies from a 
COMPUSTAT data base. This data base is a standard source for the analysis of U.S. 
business; it is prepared by Standard and Poor’s from company reports and SEC filings.' 

Of the 743 companies in the sample, S24 reported that they performed R&D and 
the total of their reported spending was SSi.581 billion in 1987 and SS6.842 in 1988. 
These figures are close to 90 percent of the National Science Foundation’s figures for 
total industry-funded R&D for those years. The company dau in the COMPUSTAT file 
are not exactly comparable to the NSF figures, because the NSF excludes R&D 
performed by U. S. companies overseas and because some government-funded R&D 
may be included in the COMPUSTAT figures. But nonetheless, these totals indicate that 
the firms in our sample cover the great majority of U.S. R&D. 

It is worth noting immediately that the percentage of the companies that 
performed R&D was very high indeed - over 70 percent. R&D is not an activity 
restricted to a small group of companies in the U.S. economy. Over two-thirds of our 
large manufacturing companies are R&D performers . 

We then set up a series of criteria to determine which of the 524 R&D 
performers would be affected by the 861-8 regulation. We assumed that a company will 
be affected by 861-8 if it conducts R&D in the United States, is profitable, has foreign 
income and pays ’Tiigh* foreign taxes. These criteria indicated that 312 companies would 
have been affeaed ^ the provision either in 1987 or 1988 if it had been in effect. This 
figure is conservative in that it excludes several companies that failed to report all of the 
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relevant information to COMPUSTAT, even though some of these companies may in 
fact be affected by the regulation. The 312 companies obtained by the above criteria 
did include, however, 8 major defense contractors that are probably not affected by 861- 
8 because they do not have enough high-taxed foreign source income. Thus the final 
tally was that 304 of the companies are estimated to be affected bv 861-8. This means 
that of the companies in the sample that perform R&D. 58 percent are affected. In 

1988. these affected companies performed S46.4S0 billion of R&D. equal to 82 percent 

of the sample R&D in 1988 . It is clear that the 861 regulation is one that affects a large 
number of companies and a large fraction of total R&D.’ The results of the analysis are 
summarized in Table 1. 


The Extent to Which U.S. R&D is Concentrated 

We have shown that a large number of companies would be affected by a repeal 
of the 861-8 exemption, so that t^ is not an issue that is of concern only to a few 
companies. However, there are a few companies that account for a large fraction of the 
tax effect of the regulation. Even though the regulation would affect many firms, its 
quantitative impact is rather concentrated and the reason for this is that R&D itself is 
very concentrated. 

R&D is very risky, the payoffs often accrue over the very long term and there are 
advantages to operating at large scale. It is in the nature of the R&D activity itself that 
it will be concentrated in large firms. We often hear of the smalt firms and the 
pioneering itmovators that have made major advances in technology without having large 
labs or targe- scale resources. And these stories are indeed correct However, these 
small firms and small tabs generally have to team up with large firms in order to 
develop their products and processes. Most of the cost of R&D comes in the 
development stage, not when the invention is first made. If we are to provide supp ort 
and incenti ves for R&D in the U.S. economy, inevitably this means the greater part of 
those benefits will flow to large firms. 

One way that we know that concentration in R&D is to be expected is that we 
see the same pattern of concentration in other countries. Figure 1 gives the distribution 
of R&D spending in the 70 l^est U.S. R&D spenders and the 70 largest Japanese 
spenders. We see a very similar pattern of concentration in the two countries, actually 
with somewhat higher concentration in Japan than in the U.S. The largest 15 
performers in Japan account for about 65 percent of the total R&D performed by the 
full 70 firms. The corresponding figure for the U.S. companies is about 55 percent 


CoDcluaiam 


• It is important to support R&D spending by U.S. companies and it is 
important that this spending occur here at home. 

• Failure to renew the suspension of the 861-8 exemption would result in an 
incentive for U.S. companies with international operations to shift some of their R&D 
spending overseas. 
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• Our study of the largest manufacturing companies in the U.S. indicated 
that 58 percent of them, over 300 out of 524 R&D performers, are likely to be affected 
by full implementation of the 861-8 regulation. These affected companies performed 
S^.45 billion of R&D in 1988 - an amount equal to 82 percent of the R&D in our 
sample (and 78.5 percent of all industry-funded R&D in the U.S.). 

• The impact of the 861-8 regulation is concentrated on large firms because 
R&D itself is concentrated. The concentration of R&D in the U.S. economy is less than 
R&D concentration in Japan. 


Footnotes 


1. Martin Neil Baily and Robert Z. Lawrence with DRl Inc., The Need for a 
Permanent Tax Credit for Industrial Research and Development Study 
sponsored by the Coalition for the Advancement of Technology, Washington 
D.C., February 1985; and Tax Policies for Innovation and Competitiveness. Study 
sponsored by the Council on Research and Technology, Washi^on D.C. April 
1987. 

2. Edwin Mansfield et al., “Social and Private Rates of Return From 
Industrial Innovation, ‘ Quarterly Journal of Economics. 1977, pp. 22140. 

3. Edwin Mansfield, The Miaoeconomics of Technological Innovation, ' in 
Ralph Landau and Nathan Rosenberg, eds.. The Positive Sum Strategy: 
Harnessing Technology for Economic Growth. Washington D.C., National 
Academy Press, 1986; Frank Uchtenberg and Donald SiegeL “Using Linked 
Census R&D-LED Data to Analyze the Effect of R&D Investment on Total 
Factor Productivity Growth,“ Columbia University, January 1987. 

4. We review the studies in Baily and Lawrence 1987, op. dt 

5. Martin Neil Baily and Robert Z. Lawrence, The Incentive Effects of the New 
R&E Tax Credit Study sponsored by the Council on Research and Technology, 
Washington, D.C, July, 1990. 

6. We understand that R&D for finandal and SEC purposes differs somewhat 
from R&D for tax purposes, but we believe that the COMPUSTAT data provide 
a reasonable approximation for purposes of this analysis. 

7. In order to check our criteria, we provided the list of the largest 50 

R&D performers in our sample to Mr. Raymond Wiacek of Jones, Day, Reavis 
and Pogue, an expert on 861-8. We asked him to indicate which companies on 
the list would be affected by the regulation based on his knowledge of the 
companies and the regulatiotu His response allowed us to determine how well 
the criteria were worldng in marking the affected companies. The agreement was 
excellent. There were only four differences in classification, one of which came 
from a “cost-sharing* company and three of which were defense companies. As 
we say in the text, we thereafter eliminated all of the major defense contractois 
from our list of affected companies. 
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TABLE 1; SUMMARY OF INVESTIGATION INTO MANUFACTURING R&D, 

1987-88 


Category 

Number of 
companies 

Percent of 
the sample’s 
1988 R&D 

Dollars In 
millions, 
1988 R&D in 
each category 

Total U.S. R&D expenditures, 1988 




Total Private R&D in 1988* 

HNillilillH 






Mantifacturing companies vvhicb were examined , 


pillllllll 


Companies with nn R&D 1987 nr 1988 


HHHiiilllljfl 






Manufacturing Companies with R&D (the sample) .. 

524 

100.0 

*56,842 

Tax data not available 

-85 

10.1 

5,758 

Companies with R&D and tax data 

459 

89.9 

51,084 

Paid no foreign taxes in 1987 or 1988 

-109 

2.4 


Paid foreign taxes but no Federal taxes 

-38 

1.3 


Total companies with R&D and both foreign and 




Federal tax payments in 1987 or 1988 

312 

86.2 

49,002 

Of which are major defense contractors not in- 




eluded elsewhere 

-8 

4.5 

2,552 

Nondefense companies 

304 

81.7 

46,450 


> Expenditures funded t^ private companies, excluding all federally funded R&D centers administered by 
private companies. 1988 figure Is an NSF estimate. 

2 R&D In the sample represents 96.2 percent of all private R&D done in the United States. 


Sources: Company R&D from Standard & Poor's Industrial Compustat Database. Total national R&D from 
NSF, Science & Engineering Indicators, 1989. 
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STATEMENT OF ROBERT H. GREEN, VICE PRESIDENT, TAX 
POLICY, NATIONAL FOREIGN TRADE COUNCIL, INC. 

Mr. Green. Thank you. Madam Chair, and members of the sub- 
committee. My name is Bob Green, and I am vice president for Tax 
Policy of the NFTC, National Foreign Trade Council, Inc. I appre- 
ciate the opportunity to testify before the subcommittee on the 861 
allocation rules and the 1977 regulations. I have submitted a very 
detailed written statement, whi^ I ask to be incorporated in the 
record. In light of the fact that a number of the witnesses on the 
panel have covered the points that I intended to address during my 
testimony, I will briefly summarize those points for you. 

Our basic position on the 861 allocation issue is that we would 
urge the Treasury to finalize regulations that provide a permanent 
solution that will provide a reasonable allocation between domestic 
and foreign source of the R&E expenses to operate in tandem with 
the R&D tax credit in a manner that does not undermine its vital- 
ity. I am very encouraged, as Ray Wiacek said, about the effort 
that the Treasury has imdertaken to pursue a regulatory solution 
to this problem. 

Ray is more familiar with the history of this issue, perhaps, than 
anyone; and because of the sporadic nature of the solution to this 
issue over the years, I think it behooves all of us to monitor the 
Treasury solution to this problem very closely and to share with 
the subcommittee our input and assessment of the substance of the 
regulations when it is released. But I commend the Treasury for 
the initiative. 

Just by way of background, the NFTC is an o^anization of 
roughly 500 companies, 90 percent of which are U.sf-owned. The 
organization’s members are engaged in activities that span the 
spectrum of commercial activities from industrial, commercial, fi- 
nancial, and service activities throughout the world. In this respect, 
the need to establish a permanent solution of the R&E allocation 
rules is a crucial element in the ability of these companies to com- 
pete in the growth markets around the world. 

Companies sitting around the table here, who have spoken, and 
many others in my organization are very active in the R&E area 
and in the growth areas of the world; China, Indonesia, many of 
the Pacific rim countries are areas where R&E activities are par- 
ticularly important to compete in those marketplaces. 

I think Ray Wiacek has amply demonstrated the nature of the 
history of the 861 R&E allocation rule, which is one of uncertainty, 
instability, and lack of finality. One of the things that you can 
clearly count upon with companies is when they have tried to plan 
their ousiness investments in a particular country, thw attempt to 
analyze and assess the return on that investment. Tiiat is espe- 
cially difficult to do when you are uncertain about both the U.S. 
consequences of your R&E investment and the foreign treatment of 
that particular investment. For that reason, the permanency issue 
is paramount, and we urge the subcommittee to work with the 
Treasury to try to come up with a solution that makes sense. 

The rest of my remarks are contained in my written statement. 
I am delighted to testify here today, and I am willing to answer 
any questions that the subcommittee has. 

[The prepared statement follows:] 
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National For^gn Trade Cound), Inc. 

Prepared Statement Submitted to the Subcommittee 
on Ovmight of the Committee on Ways and Means 
U.S. House of Representatives 

May 10, 1995 


Madame Chairman and Members of the Subcommittee: 

The National Foreign Trade Council, Inc. (NFTC) appreciates the opportunity to submit its written 
comments on the issue of the research and experimentation expense allocation rules contained in Treasury 
regulations Section 1 .861‘8(eX3)- While a more detailed discussion of our position is described below, 
the NFTC would respeafiiUy urge the Treasury to resolve this issue permanently by regulation to provide 
for a 64 percent allocation to U.S. source income for R&D expenses conducted in the U.S., or, 
alternatively to provide at least for the 50 percent ai^rtionment contained in the OBRA Legislation of 
1993. If a regulatory solution cannot be achieved, then the NFTC would urge Congress to enact a 
permanent, legislative resolution of this issue by providing for allocation of at least 50 percent of R&D 
expenses incurred in the U.S. lo U.S. source income. 

The NFTC. organized in 1914, is an association of over 500 U.S. business enterprises engaged in all 
aspects of international trade and investment. The NFTC membership is actively engaged in a broad 
spectrum of industrial, commercial, ftnancial, and service activities around the world. The NFTC's sole 
agenda is to foster an environment through tax and trade policy that permits U.S. companies to be 
dynamic and effective competitors in the international Intsiness arena. In this respect, the need to 
establish a permanent solution to the R&E allocation rules is a crucial element to further the ability of 
U.S. companies to be con^titive in the growth markets of the international economy. 


The history of the 861 R&E allocation issue is one of uncertainty, instability, and lack of finality. Since 
the issuance of the 1977 regulations that proposed a maximum allocation of 30 percent to U.S. source 
for R&D expenses conducted in the U S., there have been numerous efforts of a temporary nature, both 
legislative and regulatory, to address the R&E allocation question. 

To briefly summarize the history of (he R&E allocation issue after issuance of the 1977 regulations. 
Congress imposed a moratorium on implementation of the 1977 regulations beginning in 1981 and 
extending through 1986. During that period, U.S. cmnpanies were permitted to allocate the entirety of 
their R&D expenses to U.S. source income. The rule permiRing all expenses to be allocated to U.S. 
source was modified in 1987 to allow a 50 percent allocation to U.S. source income. For most of the 
next five years (1988 - 1992), Congress passed legislation that provided for a 64 percent allocation of 
R&E expense to U.S. source income. 

In 1992, the Chairmen of the Tax-Writing Committees sent a letter to then Treasury Secretary Brady 
urging that the 64 percent allocation rule be extended by administrative fial. The Treasury Department 
favorably responded to this request, but only for a temporary period of 18 months. The 1993 OBRA 
legislation m^ified the administrative fiat provided by the Treasury Department to allow a maximum of 
50 percent of R&D expenses to be allocated to U.S. soun« income, but the 1993 legislation expired 
December 31, 1994. Unless an administrative or legislative solution is obtained, the 1977 regulations 
will apply for 1995 and all subsequent taxable years. 

Proposed Solution 

The NFTC believes that the preferred solution to the R&E allocation issue is for the Treasury Department 
to revise the 1977 regulations to provide for a 64 percent allocation of R&E expense to U.S. source 
income, or, alternatively at least to adopt the 50 perceiu allocation rule contained in the 1993 OBRA 
legislation. If the R&E allocation issue cannot be satisfactorily resolved at the regulatory level, then the 
NFTC would urge that the Congress enact legislation to extend on a permanent basis the 50 percent 
allocation rule adopted in the 1993 legislation. The NFTC wishes to emphasize the need to provide a 
permanent solution, either regulatory or legislative, that is fair in its treatment of R&E expense allocation 
relative to foreign companies against which U.S. businesses must compete. 
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Reasons Undgriyiny the Need for a StJution 

There are numerous, compelling reasons for eicher (he Treasury Department or the Congress to act 
expeditiously to establish rules that would allocate R&E expenses to U.S. source income in a reasonable 
marmer. These include: 

1. R&E expenses allocated to foreign source Income under U.S, mies are disallowed as a deduction 
in foreign countries . Any portion of the R&E expense incurred in the U.S. that is allocated to 
foreign source income is disallowed as a deduaiMt in the foreign country. When this scenario 
occurs, the result is to i^^x)se dotd>ie taxation (w U.S. coaq>anies. Foreign companies against 
which U.S. businesses compete for market share are generally permitted to deduct all of the R&E 
expenses performed in their own country. 

To avoid the double taxation that ensues when R&E expenses are allocated to foreign source 
income. U . S companies may consider the possitnlity of conduaing their R&E expense in foreign 
jurisdictions. While a decision to relocate is <Mdy undertaken after weighing all business-related 
factors, U.S. policy should encourage U.S. companies to perform R&E e:q>ense in the U.S. 
Instead, present U.S. policy causes U.S. companies to at least to consider the alternatives of 
performing R&E elsewhere. 

2. Allocation of R&E Expenses to Foreign Source Income Undermine the Purposes Underlying the 
Research and Development Tax Credit . The research and development tax credit (R&D) was 
enacted by Congress to prcmiote the performance of research and development in the United 
States. It is widely recognized that research and development in the United States has declined 
relative to the R&D activities in most induttfialired countries, in which the foreign competitors 
of U.S. companies are primarily based. The tax policy in the U.S. that encourages the 
performance of R&D expenses in this country works in concert with or is complimentary to the 
R&D tax credit mechanism. Conversely, the concept underlying the R&D tax credit is 
undermined to the extent that a si^ficant ptMrtion of R&E allocation expense is allocated to 
foreign source income. 

3. Reasonable R&E Rules and Effecrive RAD T« rredit Fjhancg i ;.S. Coinpetit ivftne« in a ninhai 
Economy . Adoption of allocation rules t^ provide an allocation of up to 64 percent of R&E 
expenses to U.S. source income promote a coiqpetitiveness of U.S. companies that are growth 
oriented and effectively compete in die ^obal ecowniy. The companies affected by both the 
R&E rules and the R&D tax credit compete in against titeir foreign counteipaits in the emerging 
market places of the worid/i.e./China, Indonesia, etc. It can unequivocally be stated that 
strengthen these two components of U.S. lax pcdk? (the R&D tax credit and R&E allocation 
rules) will enhance the competitiveness of U.S. companies and lead to greater job creation. 

4. The Solution to the R&E AHocation Problem should be Permane tf in As the of the 

R&E allocation ddiate an^Iy demonstr^, diere is a corapelling need to devise a permaneiu 
solution to the R&E allocatitm issue that permits U.S. companies to effeaively compete in foreign 
jurisdictions. While the NFTC preference would be for the Treasury to revise the 1977 
regulations in a manner coosisterU with our recommeodatioDS, the iiqiortant point to stress is the 
need for a permanent and not a teoipcuaxy solution to what has been an intractable problem. It 
is extremely difficult for U.S. cou^iames to plan their business investments in foreign jurisdiction 
when a vital component of the tax planning surrounding investments of this nature, namely, the 
treatment of R&E expenses, is uncertain and unreliable. We urge (be Treasury and the Congress 
to collaborate to produce a permanent solution to this issue. 

The forgoing reflect our comments on the 861 RAE allocation issue. Please let us know if you need 
further infonnation or if there is any other manner in «4iich we may be of assistance. 
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Chairman Johnson. Thank you. 

This is a subject we are going to have to come back to as soon 
as Treasury releases their regulations, so I invite all of you to 
share your comments on those when they are released. But I would 
like to hear your comments on Ms. Kaye’s proposal. It may be 
worth looking at that, even if the regulations are far better than 
an^hing we have had to date. 

One of the things that is becoming increasingly clear to the sub- 
committee as a whole is that if we don’t simplify our tax structure, 
then we leave ourselves at a terrible disadvantage. Also, frankly, 
it is not only so complex that you can’t understand it without a lot 
of tax experts, it is harder and harder for Members to understand 
the implications of actions that are proposed; and this is a perfect 
example of the area. 

Imagine solving a problem for 10 years by imposing a morato- 
rium. This is not exactly digging in and fixing. So I think we do 
have an obligation and an opportunity right now to evaluate the 
Treasury’s effort because the Treasury has made a very positive ef- 
fort. 

There is no question that they are trying to reach out and make 
this thing work in a way that is fair and equitable. I am not sure 
from what I just heard and in preparation that the law is written 
in such a way that they can avoid the double taxation that is de- 
structive. 

In one of the preceding panels, while the speaker didn’t quote 
that part of their testimon;^ apparently there is now pretty good 
evidence of an increasing flow of American R&D abroad, and I 
would assume that that has something to do with this portion of 
the law. At any rate, I would be interested in your comments on 
Miss Kaye’s proposal which was, if I may remind you, that the allo- 
cation of R&D expense to foreign-source income should only occur 
where deductible in a foreign jurisdiction. 

Comments? 

Mr. Warren. I g^ess I can offer a few comments to begin with. 
Speaking for TRW, in particular, and I believe for the Electronic 
Industries Association 

Chairman Johnson. Mr. Warren, if I could defer the answer to 
my question, Mr. Portman, who has been with us off and on now 
many, many hours has a speech in 5 minutes. I am going to yield 
to him for his question first. 

Mr. Portman. You are very kind. I appreciate it, and with apolo- 
gies to my colleague, Mr. Cardin. 

My question was practically the same as Mrs. Johnson’s; it usu- 
ally is. I tend to be sympathetic with what was stated here today. 
I think I understand the issue fairly well, but one thing that didn’t 
come across clearly to me was the fact that I think the consequence 
of all this, which is a significant policy consequence, is that compa- 
nies have veiy little incentive to keep R&D here if they fall into 
this trap, and therefore would have at least no disincentive to go 
overseas with their R&D, assuming most of it is getting allocated, 
or a significant part to their foreign income. 

I guess that is part of what Mr. Warren might be responding to, 
in responding to that specific proposal of only naving the allocation 
apply when it is deductible to foreign-source income. I would ask 
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Mr. Warren to proceed with his answer, but perhaps the other pan- 
elists can think about that question and whether that is a realistic 
consequence of the current law. 

Mr. Warren. The problem with the 861 allocation is just what 
was stated. It encourages movement of research offshore. It is a 
very real disincentive. It works, as you have heard other witnesses 
say, in direct opposition to an R&E tax credit, which is designed 
to encourage research. 

I listened to the proposal that was just outlined with much inter- 
est. I think, from a company standpoint, from an industry stand- 
point, our interest has focused on trying to resolve this from a very 
real economic standpoint, and in the process we have gone through 
a series of moratoriums ranging from 100 percent to, I think most 
recently, 50 percent. 

The proposal, as outlined, would offer a number of theoretically 
unique characteristics that I think and would hope would be con- 
sidered by the Treasury Department. It is certainly a much more 
theoretically pure approach than a compromise resolution that lay- 
ers additional complexity on top of regulations that are overly com- 
plex to begin with. 

The 1977 regulations are very difficult to apply to begin with. 
Any legislative solution or regulatory solution that uses that as a 
starting point will have to end up with a very complex solution. 
What we need is simplification, though most importantly, we need 
an economic resolution that encourages U.S.-based research. 

Chairman Johnson. Other comments? 

Yes, Mr. Wiacek. 

Mr. Wiacek. There were, I think, several questions embodied in 
the two that were asked. As to foreign R&D, it has often been said 
by the affected companies that if Treasury is going to treat their 
R&D as if it were done abroad and they get no deduction for it, 
why shouldn’t they do it over there instead and get the deduction 
and remove the disincentive? 

Now, academic studies have found it difficult to quantify the di- 
rect effect of the regulation on the export of R&D, although the 
studies do show that there is an effect. Because many affected com- 
panies are so large and R&D decisions involve so many other con- 
siderations, I don’t know if anyone, given the burden of proof, could 
come through with really demonstrable proof. But the companies 
all have the capability to put the R&D abroad because they have 
foreign R&D facilities. R&D decisions are made at the margins, 
and they are made on an after-tax basis so that R&D tax costs are 
certainly part of the equation. 

I would caution that we shouldn’t think of all R&D done abroad 
as something bad or wrong, because the United States has no mo- 
nopoly on brain power. We want our capital and our companies to 
employ those scientists or those people who achieve technological 
breakthroughs wherever they may be in the world. 

As to Professor Kaye’s proposal, an off-the-cuff reaction would be 
that we would favor it. I can’t tell you whether we would support 
it as a proposal per se or merely as proof of what we have been 
saying. The bottom line is that no member of ECAT has ever re- 
ceived a deduction for any 861 allocation. At one time we did a 
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study and the companies represented in it account for about 80 
percent of U.S. industrial R&D. 

So the upshot of Professor Kaye’s proposal would be a 100- 
percent moratorium or elimination of this regulation, which would 
be better than what we have come to expect, in light of the many 
years of hurly-burly that has produced compromises and question- 
able temporary solutions. 

To illustrate, do any of you know where the 64-percent solution 
came from? It was a solution that was to be two-thirds/one-third 
or rounded at 67/33. But at 3 o’clock in the morning that left us 
a little short on revenue so that 3 percentage points got knocked 
off; thus, the famous 64-percent solution. That is the type of thing 
that has been involved. 

Professor Kaye’s solution would be a 100-percent one. The inter- 
esting thing also about it would be that it would put the pressure 
where it should be, on Treasup?. If Treasury really thinks that for- 
eign countries should recomize the theoretical underpinnings of 
the section 861 tax policy that R&D done here benefits the world- 
wide enterprise, rather than telling U.S. companies to go over to 
Germany or Japan and get a deduction for research done in the 
United States, let Treasury, by treaty or otherwise, pressure these 
countries, because right now the pressure is on us and all it results 
in is double taxation. 

So I think the bottom line is that her proposal would achieve a 
correct and fantastic result. Whether it is adopted as the solution 
or whether it is proof of what we have been saying, it is a good pro- 
posal in either case. 

Chairman Johnson. Thank you. 

Mr. Cardin. 

Mr. Cardin. Thank you. Madam Chairman. Let me thank all of 
our panelists for their testimony. This is clearly an issue that cries 
out for a permanent solution and not one that changes at the whim 
of whether we need to change it by 3 percentage points in order 
to work out the budget for that particular year. It is one that we 
really should look for permanent allocation rules as relates to these 
expenses. 

I share the views of the other members of the subcommittee who 
have said we need to take a look at this when we develop perma- 
nent allocation rules as to what rewards U.S. companies for the re- 
search being done in the United States. I -understand that there 
are advantages to U.S. operations for research done outside of the 
United States, but I think as far as tax policy here is concerned, 
we need to take a look at making sure that we encourage research 
here in the United States; and I have found your testimonies to be 
very helpful to us in that regard. 
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As we look at specific recommendations that come in from Treas- 
ury, we would welcome your continued working with our sub- 
committee so that we can try to come out with allocation rules 
which will reward your companies in performing research here in 
the United States and being as competitive as you can be in the 
worldwide economy atmosphere. 

Thank you. 

Chairman Johnson. I thank the panel very much, and I look for- 
ward to your response to the regulations. 

Ms. Kaye, if you want to submit to us any further detail on your 
proposal, legal language, I would be happy to look at it. Thank you. 

Thank you for your help today. The hearing stands adjourned. 

[Whereupon, at 2:03 p.m., the hearing was adjourned.] 

[Submissions for the record follow;] 
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Submitted by Price Waterhouse LLP 


Price Waterhouse LLP, on behalf of the American Automobile Manufacturers Association 
(AAMA), appreciates the opportunity to submit this written statement concerning the 
research and experimentation tax credit. AAMA's member companies - Chrysler 
Corporation, Ford Motor Company, and General Motors Corporation - annuall y expend 
large amounts of capital on research and experimental activities to maintain their 
competitive position in the world market. 

The competitive strength of the U.S. automobile manu&cturing industry depends on 
continuing technological development. AAMA thus strongly supports a permanent 
research credit as critical to promoting investments in research and experimental activities 
that lead to technological advances. The reasons for the research credit, as expressed by 
Congress in enacting the credit in 1981 and in subsequent legislation extending the credit, 
remain equally valid today. These include encouraging companies to allocate scarce 
investment funds to costly research and experimental activities. 

The effectiveness of the research credit hinges in part on sound a dmini stration of the rules 
governing the credit's operation. It is particularly inqtortant that taxpayers and the IRS 
agree on the scope of the credit. Unfortunately, the IRS has not proposed regulations 
under section 41 since the Tax Reform Act of 1986 changes to tte credit. Over the past 
nine years, IRS agents operating without guidaiKe appear to have adopted differing views 
as to what constitutes credit-eligible activities and expenses. This results in restrictive 
audit practices and lack of uniformity creating uncertainty for companies as they plan their 
research programs. 


CredU-eligible expenses 

The General Accounting Office (GAO) in recent reports on the research tax credit has 
concluded that confusion over the detinition of "qualified research’ has made the credit 
more difficult for the IRS to administer. In the absence of clarifying regulations, AAMA 
agrees with this assessment. 

AAMA is concerned, however, about a presupposition in the GAO reports that research 
must result in "iimovative" products or processes in order to qualify for the section 41 
credit. A 1994 GAO report states, "The requirement that research be truly iimovative to 
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qualify for the credit will mean that admmisteriiig the credit will contiiiue to be labor- 
intensive and to involve judgments about highly tedmical matters." A 1995 rqmrt states, 
"IRS officials reported that diey were required to malte difficult technical Judgments in 
their audits concerning whether research was directed to produce truly innovative products 
or processes. The 1995 rqwrt summarizes, "Innovative research qualifies for the credit; 
routine research does not. 

Contrary to the presupposition in die GAO rqiorts, there is no general standard that the 
results of research activities must be "truly innovative" in order to qualify for the credit. 
Indeed, the only reference to any type of mnovalion standard in the section 41 statute or 
the 1986 Act conference agreement relates to the credh-eligibilify of costs of developing 
internal-use software. The 1986 Act conference agreement states that Congress intmids 
that Treasury issue regulations providing that intemal-use software, in order to qualify for 
the credit, must be "innovative (as where the software results in a reduction in cost, or 
improvement in speed, that is substantial and economicaBy significant)."* The fact that 
Congress specified an innovation test in order ftn intemal-use software to qualify for the 
credit makes clear that there is no general irmovation standard iqrplicable to other 
development costs. 

A generally applicable irmovation standard indeed would be difficult to administer. IRS 
agents and taxpayers would be embroiled in contimious disputes assessing the relative 
technological advances made by one product or conqronent in relation to anotiier. 

Congress did not intend such a restriction udien it enacted the 1986 Act's targeting 
changes to the credit. 

Instead, the 1986 Act definition of "qualified research" eligible for the credit starts with a 
requirement of section 174 qualification (relating to tire treatment of costs as deductible 
R^ expenditures) and provides ftirtha clarifications. In order for expenditures to be 
eligible for the research credit, the 1986 Act (novided that (1) the research activities must 
be aimed at discovering information dot is technological in nature, (2) substantially all the 
research activities must relate to fimetioad aspects of fbe product, prtxxss, etc., and (3) 
substantially all the research activities must constitnte elements of a "process of 
experimentation. " 

These rules focus on the activities undertaken by the tarqrayer - e.g., whether the 
activities were part of a process of e xp er imenta tion r not on the product resulting from 
the research activities. There is t» requirement that products or processes be irmovative; 
the tests envision that the credit also is available widi respect to research activities that 
support evolutionary improvemerns to products aral processes. 


‘ Pharmaceuti cal Inihiiirrv's Use of the Reswirrh Tax Credit (GAO/GGD-94-139, May 

1994) , p. 23. 

^ Additional Information on the Research Tax Credit (GAO/T-GGD-95-161, May 

1995) , p. 13. 

’M. atl. 

*H.R. Rep. No. 99-841, 99th Cong., 2d Sess. (Sept. 18, 1986) at n-73. 
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Section 41 regulations 

IRS regulations clarifying the definition of credit-eligible activities and expenses wouid 
help taxpayers plan their research programs and would minimize many disputes currently 
arising with respect to the credit. It is in^rtant that any regulations maintain the scope 
of credit-eligibility that was outlined by Congress in 1986. As a general rule, the section 
41 regulations should embrace a principle envisioned by the 1986 Act conference 
agreement and set forth in final regulations tmder section 174. These regulations provide 
that the determination whether product develc^ment costs qualify as research or 
experimental is based on 'the nature of the activities,' rather dian on the nature of the 
pr^uct or inqtrovement being developed or the level of technological advancement the 
product or inqtrovement represents. 

The final section 174 regulations, issued in September 1994, were the product of a 
dialogue between the IRS and affected taxpayers, including AAMA's member companies. 
A similarly reasoned approach needs to be taken — and commenced soon — in formulating 
guidance on the section 41 research credit. In the absence of regulations, uncertainty over 
the definition of credit-eligible etqpenses will leave the IRS and taxpayers enmeshed in 
resource-consuming audit disputes and will create uncertainties that dimmish the incentive 
effect of the research credit. 


James R. Shanahan, Jr. 
Washington National Tax Services 
Price Waterhouse LLP 
Washington, D.C. 
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STATEMENT OF 

THE AMERICAN GAS ASSOCIATION 


I. Introduction 

Madame Chairwoman and Men^bers of the Subcommittee, thank you for the 
opportunity to submit this statement on ways in which our tax code can promote needed 
private sector research and development (R&D). 

The American Gas Association (A.G.A.) is a national trade association comprising 
some 275 natural gas distribution and transmission companies throughout the United 
States, Canada and Mexico. These firms deliver gas energy from the virellhead, and 
various unconventional sources, to the burner tip, serving over 58 million customers. 
Collectively, 90 percent of the gas consumers in this country are sen/ed by A.G.A.’5 
members. 

A.G.A. supports the extension of the existing research and experimentation (R&E) 
tax credit in Internal Revenue Code (IRC) Section 41, which expires on June 30, 1995. 
Additionally, we strongly support modifying existing law in IRC Section 41 by providing an 
optional 20 percent fiat credit for expenditures made to support research that is done 
collaboratively for the public benefit by not-for profit organizations. According to this 
modification, a fiat 20 percent collaborative R&E credit would be provided for energy 
conservation, safety, environmental, manufacturing process or other research of public 
importance conducted by teams of companies or utilitiss through a non-profit scientific 
research organization. This modification would complement, but not supplant, the existing 
incremental tax credit. 

The R&E tax credit is more important now than at any time in its history. 
International competition is growing. Industry is forced to cut expenses wherever 
possible. The federal government is cutting its investment in energy-related R&D. 
Federal policies supporting a strong private sector commitment to R&D need to be 
enhanced. In order for the R&E credit to effectively promote new and relevant research, 
it must be designed in a way to encourage collaboration. Collaboration is often the most 
efficient means of conducting research and achieving the best results with scarce R&D 
resources. 

Many of A.G.A.'s members are members of Ihe Gas Research Institute (GRI), 
which was founded in 1976 by a committee of members of the boards of directors of 
A.G.A. and the Interstate Natural Gas Association of America. GRI is the leading 
research, development and demonstration management organization of the natural gas 
industry. Its mission is to discover, develop and deploy technologies and information that 
measurably benefit gas customers and enhance the value of gas energy service. GRI 
accomplishes its mission by planning and managing a consumer sensitive, cooperative 
research program emphasizing technology transfer. GRI conducts its R&D program in 
cooperation with its member companies and other participants who provide funding as 
well as input for the programs content and direction. 

GRI is funded by a surcharge collected by its interstate pipeline member 
companies through tariff approved by the Federal Energy Regulatory Commission 
(FERC) for natural gas transportation services. GRI is a medium through which a number 
of our members can sponsor industry-related research in both pure and applied sciences. 


II. Benefits of a Collaborative R&E Tax Credit 

A flat 20 percent tax credit would provide companies contributing to consortia a 
significantly greater incentive than the current credit. This modification will complement 
and enhance, rather than interfere with R&D conducted pursuant to the current law. A 
collaborative credit would encourage a greater private sector response to possible 
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reductions in government-sponsored research. The collaborative credit would be a 
stimulus for new research, as is the goai of present iaw. Such a credit would clearly 
benefit natural gas and electric power research that is essential to all other manufacturing 
and consumer applications. 

■ The importance of R&D can best be described in terms of who benefits. Natural 
gas industry sponsored R&D results in lower costs and higher-quality gas energy services 
for gas consumers. Ultimately, producers, pipelines, distribution companies, 
manufacturers and customers benefit from new technologies that increase the availability 
of cost-competitive gas supplies; provide safer, more cost-effective gas industry 
operations; develop uses for natural gas that provide cost or performance advantages 
over other energy sources and enhance environmental quality. 

Consortia research Is far more efficient on a dollar spent-dollar deployed R&D 
basis. When firms join R&D consortia, they reduce redundancies, spread risks and costs, 
share in the results achieved and promote technology. In consortia research, overhead 
is reduced to that of managing the collaborative pathways and decisions on research 
subjects. 

In addition to reducing the duplication of research and stimulating new R&D, a 
consortia could prove to be a fertile and robust environment for the deployment of new 
technology. The consortia environment combines both suppliers and users of the R&D 
such that the widest market for the implementation of technology is assured. By 
encouraging collaboration, the credit would help speed the discovery of innovations 
because it would serve to pool the experiences of a variety of firms. 

Technology deployment is the means by which advanced manufacturing 
technologies, either equipment, software, processes or management techniques, find their 
way from development to practical application. Sustained, expeditious and effective 
technology deployment is essential for R&D to have a practical positive impact. 


III. Current R&E Tax Credit Discourages Collaborattve Research 

While the cunent R&E tax credit was enacted to encourage the kinds of research 
that are conducted by research organizations such as GRI, it has failed to encourage 
collaborative R&E conducted by a consortium. The tax law does not adequately address 
several issues that affect collaborative research end the full use of the R&E tax credit is 
being restricted in ways not contemplated by Congress. 

Typically, consortium members pool their funds and contract with third party 
research organizations to carry out the research. Current law limits the tax credit to 65 
percent of the amounts paid by the taxpayer for contract research conducted on the 
taxpayer’s behalf. The outside contract research provision vras placed in the Tax Code 
to ensure that the credit would not reward overhead beyond the scope of the R&D 
definition. Therefore, there is less incentive for consortia-based R&E than R&E conducted 
by individual companies at their own research facilities. 
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The benefits of the credit for collaborative research are restricted further because 
of considerations relating to the "carrying on a trade or business requirement" of Section 
41.’ For example, GRI conducts research on the energy efficient use of natural gas in 
home furnaces, industrial processes and commercial cooling. Since this research does 
not have a direct link to an interstate pipeline's business of delivering natural gas, the 
Internal Revenue Service has determined that current law does not allow this research to 
qualify for the tax credit.^ These issues present a major disincentive for collaborative 
research contributions. 

Current law encourages R&D only above a base amount because it seeks to 
reward R&D that would not otherwise occur In the absence of the credit. However, the 
base beyohd which the credit applies Is determined on an historic ratio of R&D to sales. 
This concept may be appropriate when applied to an individual companies focusing on 
product innovation. When this concept is applied to utilities and their energy partners, the 
economic assumptions underlying the incremental credit are Incorrect. 

First, the connection between R&D and gross receipts in the utility industry is not 
always present. While product R&D is conducted with the goal of increased sales, utility 
research will often not lead to Increased territory or product sales. If research is related 
to energy efficiency, it may even lead to the opposite result - less energy consumption 
and lower gross receipts - as natural gas appliances, gas fired electric generation, and 
transmission are made more efficient. 

Second, basing the tax incentive on incremental increases in R&D is not 
appropriate in the context of consortia research. On a national level, collaborative R&D 
Is only a small fraction of all R&D being spent. When firms collaborate, R&D is done In 
the most efficient manner since costs and benefits are pooled, and duplication is reduced. 
When firms collaborate, some duplicative research they would have done on an individual 
basis (and for which they may receive the incremental credit), is done more efficiently. 
Applying the incremental approach to consortia research places ah unnecessary and 
socially counterproductive barrier on collaboration. 

Unique Nature of Research by Utflttles 

Some natural gas R&D projects have significant costs, high risks ahd, at best, a 
long-term return on investment. Additionally, much of the research done by GRI involves 
the development of new processes or uses for natural gas. While this type of R&D has 
greater overall benefits to the industry, it is unlikely to be conducted by one gas company 
who cannot typically recapture the R&D dollars by selling the new process or use. The 
competitive environment inaugurated by the deregulation of the natural gas industry has 
made it more difficult to sponsor R&D that does not involve an Immediate return on 
investment. 


' Section 41 of the Internal Revenue Code requires that "qualified research 
expenses" include certain amounts paid or incurred by the taxpayer during the taxable 
year In carrying on any trade or business of the taxpayer. 

^ In Regulation Section 1.41-2, the Internal Revenue Service has stated that a 
"contract research expense of the taxpayer is not a qualified research expense if the 
product or result of the research is intended to be transferred to another in return for 
license or royalty payments and the taxpayer does not use the product of the research 
in the taxpayer's trade or business." 
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Unlike product-specific R&D, energy conservation R&D may actually result in 
decreased use ot the product that gas companies sell - energy. Individual utility 
companies have less of an incentive under the current credit to invest in R&D to develop 
technologies that reduce consumers' costs or presen/e the environment through greater 
energy efficiency because fhese technologies will lead to reduced sales for utility 
company. 

It is in the public interest to encourage greater levels of environmental and energy 
efficiency research. Research that serves a public purpose usually requires a 
collaborative effort, rather than the commitment of a single company. These obstacles 
make it nearly impossible for an individual gas company to undertake public interest 
research. 

It is possible that government-sponsored R&D may be curtailed as a result of 
efforts to cut government spending. Therefore, we must look towards more private 
sector, industry-based solutions to meet public needs. While the tax code is the only true 
private-sector incervtive for R&D, its current requirements do not promote needed 
consortia research nor ensure adequate levels of energy R&D. 

The purpose of the R&E credit is not just to promote R&E, but to promote 
technological innovations that will have a practical positive effect on our standard of living. 
In contemplating changes to the credit, the Subcommittee should, in addition to rewarding 
incremental individual research, seek to encourage companies to utilize their limited R&D 
dollars through collaboration. The discussion of this issue should be advanced beyond 
the perennial call to extend the credit; we should consider the best way to structure the 
credit to achieve its ultimate objectives. 

The National Academy of Engineering has endorsed the concept of a collaborative 
R&E tax credit. Specifically, a recent Attademy Study Commission looking at various 
measures to increase the level of stability of R&D fhrough tax policy recommended: 

[that we] replace the current incremental Research and Experimentation tax credit with 
a permanent tax aedit on the total annual R&D expenditure of a company to 
encourage an increase in the level and the stability of R&D activity across business 
cycles. In addition, extend the R&E tax credit to cover industry-sponsored R&D in 
universities, and other institutions, and the industrial contribution to R&D performed 
as a part of a consortium that includes government laboratories. 


IV. Conclusion 

We urge Congress to promote a domestic tax policy which fosters R&E conducted 
cooperatively. The collaborative R&E credit leverages research dollars while encouraging 
more efficient use ot limited resources. The credit will encourage new research as it 
spreads risks and costs among consortia members. The credit will eliminate duplicative 
research that would otherwise be conducted at higher costs to individual companies. 

The federal government must be as creative as industry in providing a fertile 
environment for the growth of R&E. It must recognize that other nations have not been 
complacent in expanding research opportunities, but have developed and nurtured a 
technology development and deployment infrastructure that is based on collaboration. 
We must begin immediately to take ^e steps needed to promote this environment in the 
United States. Encouraging research that would not otherwise be conducted is the 
primary justification for the R&E tax credit. Making a change that would enhance and 
encourage collaboration would greatly advance the underlying policy goals of current law. 
We urge Congress to extend the present credit and to include a modification to allow for 
a 20 percent credit for collaborative research. 
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Statsnbnt by thb Amerzcah Pbtrolbum Institute 
For the Printed Record of the May 10, 1995 
Hearing 

OF THE Subcommittee on Oversight 
Of the Committee ok Ways and Means, 
n.s. Rouse of Representatives, 

On 

Expiring Tax Provisions, 

Including the Rules on 
The Allocation of Research Expenses 
Under The Internal Revenue Code of 1986 


Th« American Petroleum Institute (API) is a trade 
association of approximately 300 companies involved worldwide in 
all phases of the oil and gas industry, including e^loration and 
production, transportation, refining aiul marketing, as well as 
petrochemical processing. 

Because of the competitive significance and rising costs of 
research in an era of continuing growth of the foreign operations 
of its members as multi-national enterprises (MMEs), API %felcomes 
the opportunity to submit its views on the importance of 
reasonable and reliable rules on allocation of the expenses of 
research and experimentation (R&B) . 

1. History of Rules Evidences an Awareness niat Section 174 Must 
Not Be Diluted by Double Taxation, but Lack of Permanent Rule 
Instills a Chilling qncertainty 


The history of the rules on the allocation of the cost of 
RAB within the last IS to 30 years reflects the awareness of the 
need of an allocation regime that respects the D.8. nexus of R&B 
and the need to avoid a frustration of the tax policy behind the 
R&B expense (R&SB) deduction under Code section 174. 
Unfortunately, the RABB allocation rules have one of the most 
unstable histories of any Code provision; a brief summary will 
demonstrate this unfortunate aspect. 

The first RABB allocation rules uxuler the 1954 Code were 
published in 1957 (T.D. 6358, 1957-3 C.B. 368). With the 
increasing focus on the sourcing rules as a consequence of the 
rising importance of the foreign tax credit, the U.S. Treasury 
Department (Treasury) proposed amendments in 1973 (36 P.R. 

15, 840 [1973] ) , which after modifications in response to taxpayer 
comments led to Treas. Reg. section 1.861-8(e) (3) [the Basic 
Regulations] . The rules are complex and biased towards 
allocation of RABB to foreign source income. 

However, since 1961 these Basic Regulations have been 
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suspended end replaced by teaq^orary favorable reglaes no less 
than TBM tines: 

1) Xn IRTA 1981 Congress suspended the Basic Regulations for 
t%ro years and directed 100% g.S. allocation (the Moratorlua) ; the 
prlsuiry concern «raa that R&RB should not be allocated to incone 
earned in a country that does not allow a deduction for the cost 
of research conducted in the O.S. Obviously, the disallowance of 
a deduction against both U.S. Incone and against the inc<»e in 
the host country will result in double taxation. 

2) In response to a reconnendation by Treasury, Congress 
extended the Moratorium (100% domestic allocation) by another 2 
years in DBFRA 1964. Again, the rationale %«as that it was 
inappr^riate to reguire allocation of U.S. R&BB to foreign 
source incone, and that any loss of foreign tax credit would 
conflict with the tax policy underlying the section 174 
deduction. 

3) COBRA 1965 brought a one year extension of the 
Moratorium. At this point, three fragmented statutory "fixes" 
allowed taxpayers to allocate all R6BS incurred between August 
1961 and August 1986 to U.S. source. 

4) For taxable years beginnii^ before August 1, 1967, the 
Tax Reform Act of 1986 continued with a more limited suspension 
of the Basic Regulations; the unqualified domestic allocation 
under the Basic Regulation was reduced to 50%. 

5) After several failed Administration proposals of a pre- 
en^tive (before application of the Basic Regulations) 67% U.S. 
allocation of U.S. R&SB, TAMRA 1988 finally approved a 64% 
domestic allocation, for the first four months of taxable years 
beginning after August 1, 1987. 

6) OBRA 1989 revived the rule in Code section 864(f) for the 
first nine months of the first taxable year beginning after 
August 1, 1989. 

7) OBRA 1990 again extended section 864(f). 

6) A further "fix" is found in the Tax Extension Act of 1991 
for the first six months of the first taxable year beginning 
after August 1, 1990. 

9) The Internal Revenue Service (Service) published Rev. 
Proc. 92-56, 1992-2 C.6. 409, ^^ch allowed taxpayers to allocate 
according to section 864(f) for another 16 months. Aie Service 
ac)cnowledged that the Basic Regulations may not reflect economic 
reality or good tax policy and promised a review of the 
allocation issue (which study finally was released on the 19th of 
this month, see below) . 

10) Host recently OBRA 93 revived section 864(f) for the 
first taxable year beginning on or before August 1, 1994, but 
reduced the automatic allocation to 50%. 

With the expiration of the 1993 extension the rules of the 
Basic Regulation come to bear again. Since their promulgation 18 
years ago, the Basic Regulations were suspended most of the time. 
This is a clear indication that the Basic Regulations are not 
perceived as a good rule. At the same time, the "on and off" 
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effect of the repeated extensions of the moratorla adversely 
affected the tax planning for research activities. The 
continuing threat of having domestic R&EB allocated to Income 
earned in a country ^ich does not allow a corresponding 
deduction and the ongoing ea^osure of a reduction of the foreign 
tax credit limitation have diluted or eliminated for MNEs the 
purported attractiveness of current deductibility of R&BS, 
representing a conflict in tax policy and sound tax 
admini s t rat ion . 

On May 19j 1995 the Service promulgated a proposal to 
liberalise the Basie Regulations (Notice of Proposed Rulemaking, 
ZNTL 23-95). According to Prop. Treas. Reg. section 1.861- 
6(e) (3) (ii) the percentage of R&BS that stay be exclusively 
apportioned to U.S. source income under the sales method would be 
increased from 30 percent to 50 percent. Concurrently Treasury 
issued its study "The Relationship Between U.S. Research and 
Development and Foreign Zne«&e" (the Treasury study). 

While the Treasury Study claims that the Basic Regulations 
"may be correct on average, " it concedes that the 1977 rules "may 
be uxifair to a significant number of taxpayers." Using 1990 
data, the Treasury Study c^ipared the allocation of R&BB incurred 
in the U.S. against foreign source under the Basie Regulations 
with past or proposed alternatives. The relative allocations 
under the expired OBRA 93 regime and the Proposed Regulations are 
50^4 vs. 7S\ of the amount under Basic Regulations. 

2. Thm Desirability of Keeping Research in the U.S. and the 

Effect on Competitiveness of U.S. Companies in the Global 

Market (Double Taxation) Recommend a Permajaent Realistic 
Equitable Allocation Rule 


Research is a vital factor in the economic growth of the 
United States. Particularly in a era of a lamented loss of 
manufacturing jobs to lower cost overseas production bases, a 
strong Investment in technological development is an opportunity 
for the united States to maintain leadership in world trade 
to assure the welfare of her people by securing challenging 
enploynwnt os^rtunities at hoae. Opportunities for research 
jobs will prevent the emigration of high skilled workers or, 
figuratively speaking, the waste of their talent in having to 
find employment in the proverbial fast food centers. The future 
of the quality of the U.S. labor force will depend to a great 
extent on the continuing investment in the creation of 
intellectual property and know-how in this country. 

Thus, from the perspecti*!^ of the nation's well being 
economic strength, the promotion of domestic research is 
essential. We must remove any actual or perceived obstacles to 
making U.S. the primary choice of a MHE’s research location. 

This includes the assurance of a deduction of RASE incurred in 
the U.S. against other u.S. source income. 

Under the Basic Regulations, MNEs with foreign source income 
obviously are denied to a great extent a deduction for U.S. tax 
purposes, although the research is physically carried on in the 
U.S., employing the talent of the U.S. job market and, more 
likely than not, the equipment and facilities from U.S. 
manufacturing output. Against this background of vriiat one could 
view a U.S. tax penalty, MNEs may look to foreign countries tdiich 
provide substantial incentives for locally conducted research. 
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Being under a pressure to maxiaU.se the auirginal utility of each 
research dollar* the lOiB nay fix^ itself having to atove the 
research to the economically more hospitable (because of direct 
subsidies or tax breaks) foreign environments* reducing the 
opportunity of challenging u.S. research Jobs and curtailing or 
eliminating the aiarket for TT.S. equipment and facilities. 

Moreover, the allocation of O.s. k&BS deductions to foreign 
source income is flawed not only because it may lead to a 
migration of research activities to a akore "hospitable” foreign 
country (which allows a favorable deduction or a direct subsidy, 
removing the double taxation exposure under the Basic 
Regulations), but also because the rationale of the R&BB 
deduction \inder Code s 174 obviously conflicts with the effective 
canceling out of that benefit as a result of the loss of foreign 
tax credits . 

me current deductibility of R&BB under section 174 is an 
award for the risk taker, *diich serves as an encouragement as 
well as a means of providing a source for reinvestment in form of 
the cash flow from the deferral of tax on other income due to the 
current expensing of R&BB; the normal concern for matching income 
and expenses has no place in this context. This rationale must 
trump any effort to match a domestic deduction with arguable 
generated foreign source income. Vh» general income /ea^ense 
matching mandate does not a^ly here. 

The repeated temporary legislative "fixes” of the ill 
conceived Basic Regulations must be turned into a permanent 
relief; domestic R&BB should always be allocated (at least 
predominantly) against Q.S. source income. While the Proposed 
Regulations of Hay 19 are a step in the right direction. 
Treasury's own numbers indicate that still too much of domestic 
R&BB %fould ]»e allocated to foreign source income, in disregard of 
the rationale behind the deduction under Code section 174. 
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STATEMENT FOR THE RECORD 
CONCERNING THE TARGETED JOBS TAX CREDIT 

BY; 

Tzipporah Benavraham 
Brooklyn, NY 


Congressmen, poHey makers, and members of the Oversight Subcommittee, I am 
pleased to address you this day regarding the issue of the Targeted Jobs Tax Credit 
Reauthorization, and the issues of how it has helped persons with physical disabilities 
frnd work. I am grateful you are affording me the opportunity to be heard and hope 
that you will weigh my cotrtments well and keep this very important law in effect for 
the physically disabled who desire the opportunity to work. 

I am well aware of the talk concerning the issues of welfare reform and the tmfunded 
mandates. 1 know that there are any problems this country has faced with an economy 
that looms hard on the next generation and on issues of budget. However, government 
and public policy has always looked for ways to protect those who cannot help 
themselves as there is a recognition that we are our brother's keeper and have a 
heartfelt and moral pledge to show compassion to those less fortunate. There have 
been grave errors in public policy over the years. However, many times there are 
answers formulated by policy makers to help the populations they intend to serve. 

I myself suffer from a painful and degenerating disease called multiple sclerosis. I am 
legally blind, use a wheelchair, and a ventilator. However, by the good graces of a 
society that is aware of the needs of the poor and sick, we have established ways that I 
received rehabilitation, obtained medical equipment, and most noteworthy, 1 received 
an advanced education. With my graduate degrees, I sought to become an educator of 
disabled technology. I run a small laboratory at three colleges in New York City 
teaching disability technology since 1986. By the good graces of the National Science 
Foundation Handicapped Assistance Facilitation Award in 1991, 1 lectured and 
published concerning the access disABLED persons have to the emerging technologies. 
And proudly I mention that of the 870 students I have taught since 1986, 1 have over 
200 who are disabled and graduates of my education processes. I also have the grace 
of being on the Board of Directors of the People to People Committee on Disability 
since 1992, which was established by President Dwight D. Eisenhower in 1956 as an 
international outreach on disability information to other nations. 

However, recently my part time profession of being an adult and college educator has 
been curtailed dramatically in New York. It occurred to me since 1 am well published 
but credentialed, 1 should seek out ways that 1 can ply my craft and share my 
knowledge with others. Since 1 am blind, I went to the New York State Commission 
for the Blind and obtained in February the Targeted Jobs Tax Credit forms from the 
senior counselor and went with these to the Labor Department handicapped counselor 
to seek out another college in the city where 1 might find work. You see, I would 
need to have ramps, an accessible bathroom, adaptive technology and a few costly 
accommodations on any job site. Where I am now, as a part-timer, I have no medical 
insurance because I am both part time and also have a pretty severe pre-existing 
condition for insurance purposes. The extra amount of money it takes to hire a person 
like me is a serious issue to any potential employer if they do not already have these 
accommodations in place, or if they have no cash upfront to pay for the 
accommodations I need. The Americans with Disabilities Act is wheat your Congress 
considers an "unfunded mandate", yet this provision of the Targeted Jobs Tax Credit 
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can often cover the cash needed that an employer may NOT have to retrofit and hire 
someone of my qualifications. They may weigh heave whether or not there is money 
for these accommodations if there were no way to "sweeten the deal" so to speak by 
having a tax credit and incentive up front to justify the process of proceeding with the 
interview. Here with the TJTC, as well as section 1 90 of the IRS code which allows 
for retrofits for the handicapped access accommodations, as well as section 44 of the 
IRS code, allow for the most broad funding of the provisions that my life easier in a 
job hunt. 

By the good graces of this country, which has the best educational system in the world, 
I have achieved the status of being "qualified" for a job DESPITE my physical limits. 
However, the "leg up" needed is clearly in the incentives a person would have to hiring 
someone with my qualifications. I studied the emerging technologies in hopes that I 
wold find a way to incorporate the disabled into them as they progressed. And with 
the hope in hand, I worked with the National Science Foundation's handicapped 
coordinator. Dr. Larry Scadden, and the luminaries of our time in this realm, such as 
Dr. Greg Vanderheiden, Dr. Norman Coombs, and Dr. Gary Woodill. I gleaned and 
interacted in hopes of finding employment in this realm, and obtained many credentials 
to help me fulfill this goal. 

But 1 wold like to impart to you how the LACK of this law being currently in effect 
has HURT my job hunt. There is a eollege in New York City which was looking for 
a handicapped student coordinator. It is well known for its technology training and 
edueation. The labor department referred me to this college. However, there is NO 
handicapped bathroom ON CAMPUS, no adaptive technology, and the concern also 
was that with my disability of multiple sclerosis, that their insurance premiums would 
rise to cover my needs. It was a referral to a lull time position. There was an 
extreme reluctance when they noted this provision of TJTC had NOT been in effect at 
the time of the interview. In that 1 was told I would be "considered" for the job BUT 
there was economic factors which would have FIRST have to be dealt with. 

In yet another job interview with a Fortune SOO company, 1 was clearly the most 
qualified person. It was a major company wanting to make their publications available 
for the disabled online as a new commercial enterprise. They ne^ed a person 
proficient in disability access issues to online materials as well as someone who knew 
the machinery of the online productions. I invite all here in this hearing to look at my 
internet project and site of the St. John’s University Electronic Rehabilitation Resource 
Center at gopher, sjuvm.stjohns.edu. 1 and my students placed over 485 megabytes of 
materials on disabilities online on the internet since 1989 when it began for free. The 
employer who I interviewed with was clearly impressed and said he never saw 
anything else like it. However, the issue of insurance and my own personal needs for 
adaptive equipment was an issue since he asked about costs and clearly had some 
degree of consternation about the figures he came up with. However, with section 44 
of the IRS code AND Targeted Jobs Tax Credit (if it had been in effect at the time of 
the interview) as well as this large business being able to also use the section 190 of 
the IRS code (which it could not at this time since it made over one million dollars a 
year in gross receipts), I MIGHT have been able to obtain this $75,000 a year job. 

The lack of any incentive or fund to pay for those accommodations made ME a LESS 
desirable candidate for the position DESPITE what the interviewer said were superior 
credentials. It seemed they lacked a budget for an employee who may need 
accommodations to do the job. In that, the lack of that credit or provision made me 
lose the position to another person. And my frustration was great. 

Congressman, I WANT to work. I WANT to be able to find a barrier-free 
environment both to live and work in. I HAVE worked, albeit part time. However, 1 
HATE having to by no choice of my own sit on Supplemental Security Income (Ssl) 
and NOT wrak, when I have the ability to work IF barriers are eliminated. 
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I would hope that technology can be part and parcel of the new avenues to dignity for 
disabled persons. However^ the power of the incentives in labor laws and tax laws can 
help us fund our own ways to independence. Without a national health care system, 
the physically disable are relegated to poverty and a trap-like situation. We have 
scarce options to get out of the cycle of dependence. I encourage your committee to 
consider the reestablishment of the provisions of diis law: the Targeted Jobs Tax 
Credit. 

I would also seek that Congress establish a way that in tax law and in labor law allow 
for the accoutrements for technology access for persons with disabilities as well as for 
other incentives. It would be a fine idea to extend and help businesses use the section 
190 and section 44 sections of the IRS code to hire more people with disabilities. 

With a reauthorization of the TJTC, Con^ss might consider a special category of 
incentive for hiring people who are handicapped for the employers. 

It would bode well to help the disabled become equals in the new developments for the 
new information technologies. I think giving industry an incentive to have certain 
disability access in their hardwares and softwares off the shelf may also be a good 
idea. The initiatives of Dr. Larry Scadden of the National Science Foundation in the 
topic of Universal Design may well be a keystone and marker for Congress to give an 
incentive to industry to develop. Built in large print and voice synthesis, as well as 
alternate keyboard configurations may be worth supporting in the information 
technology industry of the future. Home-based computer businesses are rising. It 
would be a good idea to help include the disabled in the plans for the new information 
industries as we progress in our newer industry developments. 

Thank you for letting me address you today at this hearing. 1 am hoping these ideas 
will bear weight in your deliberations and that I gave you serious points to ponder. I 
am hoping 1 have minored a real concern to preserve these special tax credits and help 
the disabled better help themselves. Thank you. 
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Hearing before the 
Subcommittee on Oversight 
Committee on Ways and Means 
V. S House Representatives 

on 

Allocation of Research Expenses 
May 10, 1995 


Written Statement 

of 

William F. Ausfahl, Chirf Financial Officer 
The Oorax Company 


The Clorox Company appreciates the opportunity to submit this written statement 
concerning the need for a permanent set of rules governing the allocation of 
research and experimentation (R&E) expenses. Clorox is the leading U. S. 
manufacturer of home cleaning products and liquid bleach. These products include 
Pine-Sol, Soft Scrub, Formula 409, and Clorox liquid bleach. These and many 
other household products are sold in more than 90 countries worldwide. 

Clorox strongly believes that a permanent solution to the rules governing the 
allocation of R&E expenses is needed and that these rules should not be a 
disincentive to conduaing research in the United States. It is essential that the 
Congress and the President provide certainty in this area of the tax code, which is 
of vital importance to the competitive position of U. S. multinationals and to 
maintaining the U. S. job base. 

R&E allocation regulations under Treasury Reg. Sec. 1.861 -8(e)(3), issued in 
1977, generally provide that taxpayers may automatically allocate 30 percent of 
research performed in the United States against U. S -source income. The 
interplay of these rules with the foreign tax credit can increase the cost of 
performing research in the United States. Congress on nine occasions has 
overridden the application of the 1977 regulations because of concerns that the 
1977 regulations would encourage U. S. multinational businesses to shift research 
activities abroad 

Clorox applauds the action taken by Congress most recently~as part of the 
Omnibus Budget Reconciliation Act of 1993— to suspend application of the 1977 
regulations. The rules under the 1993 Act, which provided for a more favorable 
50 percent automatic allocation, expired at the end of 1994 for calendar-year 
taxpayers. Clorox believes permanent rules, statutory or regulatory, should 
quickly be implemented which provide for at least a SO percent automatic 
allocation of U. S. -based research to U. S.-source income. 
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Research and development is a cornerstone of a growing economy. This is 
attested to by the significant incentives to attract research activities that have been 
enacted in recent years by numerous other countries. In the United States, the 
importance of research is reflected in part by the section 41 tax credit for 
increasing R&E expenditures, which enjoys strong support fi'om lawmakers of 
both sides of the aisle and the Clinton Administration. U. S. rules for allocating 
R&E expenses should work hand in hand with the research credit to help the 
United States compete in an increasingly global economy. 

Action on the R&E allocation rules needs to be taken this year— either through 
legislation or regulations— that recognizes the importance of U. S.-based research 
activities. Otherwise, taxpayers will be left with the 1977 regulations and their 
detrimental impact on the U. S. economy. It also is important that policymakers 
settle on a permanent solution, which would end 18 years of complexity, 
confusion, and controversy in this area. 
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Statement for the Record of 
David O. Webb. Senior Vice President 

Polity and Regulatory Affairs 
Gas Research Institute 

for R&E Tax Credit Hearing 
May 10. 1995 

Gas Research Institute (GRI) appreciates the opportunity to provide testimony for the 
Record relating to the Research and Experimentation (R&E) tax credit. We believe 
research and development (R&D) is the lif^lood of improvement in products, processes, 
efficiency, and productivity. The current R&E tax credit should continue and should be 
extended permanently. Annual extensions or extensions for only a few years at a time do 
not provide a stable base for planning and corrducting research, especially long-term 
research that may require five to ten years to complete. 

The current tax credit has not inspired the level of R&D which we as a nation must 
promote to keep pace with an ever increa^ng competitive world market and the need for 
collaborative R&D Therefore, we urge consideration be given to the proposed 
modification of the existing law to provide for an optional 20% flat credit for 
contributions to research that is done cotlaboraiively. Collaborative research is normally 
performed for the public's benefit by not-for-profit scientific and educational 
organizations. This would serve as an important incentive for the private sector to 
increase its commitment to collaborative research. 

GRI is a not-for-profit 501(c)(3) organization established by the gas industry to conduct 
broad collaborative research and development programs for the industries, their customers 
and society. 

GRI was founded in 1 976 by a Committee of members of the boards of directors of the 
American Gas Association (A.G. A) and the Interstate Natural Gas Association of America 
(INGAA), Consequently, GRI is the research, development and demonstration (RD&D) 
management organization of the natural gas industry. Its mission is to discover, develop 
and deploy technologies and information that measurably benefit gas customers and 
enhance the value of gas energy service. GRI cccomplishes its mission by planning and 
managing a consumer sensitive, cooperative research program emphasizing technology 
transfer. GRI conducts its R&D program in cooperation with its member companies and 
other participants, who provide funding as well as input for the programs content and 
direction. 

GRI is funded by a surcharge collected by Us 37 intestate pipeline member companies 
through tariffs approved by the Federal Energy Regulatory Commission (FERC) for 
natural gas transportation services. Regulatory bodies in the 50 states and the District of 
Columbia are automatic interveners in the FERC review of GRI's programs, GRI's 326 
members include natural gas interstate pipeline companies, natural gas producers, 
investor-owned distribution companies and municipal gas utilities. Membership in GRI is 
totally voluntary, 

When the current R&E tax credit measure was w^tten it was intended to address the 
kinds of research that is conducted by organizations wch as GRI, i.e., the technologies 
themselves. However, as written, it does not adequately address research conducted bv 
collaborative organizations . Because of this discrepancy, the R&E tax credit is being 
restricted in ways never contemplated by Congress, and indeed, is inconsistent with 
Congress' express intent. In addition, restrictions are often placed on the remainder of the 
contribution because of questions relating to the "canying on any trade or business 
requirement" and the transfer of the research results to another entity in return for license 
or royalty fees under the current law. As an example, GRI conducts research on the more 
efficient use of natural gas in home furnaces, industrial processes and commercial cooling. 
However, since this research does not have an absolute direct link to the pipeline's 
business, the IRS has determined that the current law does not allow this research to 
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qualify for the tax credit. These unresolved issues present a major disincentive for 
collaborative research contributions. 

Although the current law has been somewhat useful in stimulating R&E conducted by 
firms at their own research ^cilities, the law fails to encourage collaborative R&E 
conducted by consortia. Typically, consortium members pool their funds and contract 
with a third-party research organization that carries out the actual research. The current 
law reduces the tax credit by one-third by limiting the credit to 65 percent of the full value 
of this type of research (i.e., research that is contracted out) compared with the tax credit 
for research conducted in-house. Thus the current law does not provide as much of an 
incentive for consortia-based R&E as it does for R&E conducted by individual firms at 
their own research facilities. 

Collaborative research has many advantages over individual research. Primarily it pools 
limited R&D dollars. Additionally, collaborative research can bring together all entities 
needed to research, develop, and market the results often more quickly and efficiently than 
a single entity. And, finally, collaborative research diminishes the chance for duplicative 
research which wastes valuable research dollars. Attached are types of successftil 
collaborative research which has been carried out by members of GRJ 

It is in our national interest to correct the inequity between the tax credit for in-house 
research versus consortia-based research. Consortia-based R&E can be very effective in 
reducing overhead costs and in assuring that research remits are quickly made available to 
a broad industry segment. Equally important, much of the research conducted 
collaboratively by consortia, such as collaborative research conducted by the energy 
industry, involves technology to use a product more effjciently. Collaborative, consortia- 
based research often is research that would not otherwise be conducted because it is too 
costly, too risky, or too long term to undertake individually. While this type of research is 
of great value to the consumer and to our nation, it does not necessarily result in increased 
sales or profits to individual organizations, and therefore, will not be a priority. 

One proposal for improving the credit is to modify the credit to reward contributions to 
research that is conducted collaboratively — research conducted by teams of companies or 
utilities through a 501(cX3) scientific research organization like GRJ or Electric Power 
Research Institute (EPRI). 

A fiat 20 percent tax credit will provide contributing firms a significantly greater incentive 
on a comparative basis than the current credit. Such a modification will complement 
rather than interfere with existing law, would not have major revenue implications, and 
will improve the credit in several ways. In the words of former Treasury Secretary 
Bentsen, such a modification "can significantly improve the efficiency and effectiveness of 
the R&E tax credit." By encouraging collaboration the credit would: 

• Encourage research that would not otherwise be conducted to be done in the most 
efficient manner by eliminating duplicative R&D on matters of wide public policy 
importance and interest to the firms (such as energy efficiency, environmental, or 
manufacturing process R&D). The credit will therefore assist in rewarding firms least 
able to recapture — and who may never recapture — their expenditures. 

• By reducing redundant R&D, a collaborative modification will save increasingly 
limited private funds that can be devoted to R&D, and it will also save public funds by 
improving the efficiency of the tax credit itself by encouraging firms to take the 
collaborative R&E tax credit when they pool their research efforts. 

• Most importantly, a collaborative credit modification will advance the main underlying 
policy goal of the existing credit most effectively by encouraging new R&D. That is 
because "incentivizing" collaboration will either encourage more efficient R&D or will 
encourage new research by spreading costs and risks. 


By encouraging collaboration, the credit would help speed discovery of innovations by 
pooling experiences of firms, and it will encourage speedy deployment of R&D results 
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to a broad base of parties. Part of the reason for the accelerated deployment is that 
consortia typically involve both users and con^mers of technology. 

The proposed modification is as timely as it is relevant. As Congress looks for ways to 
reduce the federal budget, federal R&D is a fiinction often targeted for major spending 
reductions. In view of the proposed federal budget cuts for R&E, the tax credit 
modification is a means of promoting R&E for At public benefit funded by the private 
sector. With the proposed elimination of federal programs and significant cutbacks in 
funding for energy R&E, federal research programs inevitably will be reduced in size. 
Unfortunately, many of the critical gaps in these research programs, such as research on 
energy and the environment and improvement in efficiency, will not be filled by the for- 
profit private sector. Such research activities are often the last conducted by the private 
sector because these research dollars are the most difficult to recapture in sales over the 
short term. In the case of the regulated natural gas industry and the electric utility 
industry, these expenditures often cannot be completely recaptured through the rate base. 

As Congress reduces federal spending fcM' research, encouraging collaborative research 
through the proposed modification to the R&E tax credit will provide the means to speed 
the transition to more private sector research in a cost-effective manner. Moreover, the 
proposal will fill the research gap by privatizing decisions about the scope and nature of 
such research, 

I respectfully ask for your serious consideration and support to extend the current R&E 
tax credit and to modify it to provide a flat 20 percent credit for collaborative R&E 
conducted through not-for-profit S0I(cX3) scientific research consortia. As Congress 
takes steps to reduce the size of the federal gov^nment and corresponding federal funding 
for research, your support for an R&E tax credit that encourages collaborative, consortia- 
based research in even more crucial. 
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DOT Approves Using Clock Spring 

T h« natural gas industry has received permission from the U.5. 

Department of Transportation to use Dock Spring*, an advanced 
pipeline-repair technology developed through the sponsorship of the 
Research Institute. 

A waiver filed with the Federal Register by the DOTs Research and Special 
Programs Administration Is expected to significantly expand the use of the 
technology and provide pipeline companies with a new opportunity for reducing 
maintenance costs. 

The waiver to DOT Rule 49 CFR 192.713fa) was granted in response to a 
petition from 28 gas pipeline operators, including Texas Gas, on behalf of the 
pipelines by the Interstate Natural Gas Association of America in November 
1993. The waiver, which Is subject to conditions and future performance evalua- 
tions, allows pipeline companies to use Dock Spring technology as an alternative 
to more costly pipeline repair methods. Previously, the regulations set by DOT, 
the governing agent for pipeline repairs, called for two methods for the repair of 
gouged, dented or corroded pipe — covering the damaged pipe with a welded 
metal split sleeve, or temporarily removing the pipe from service and replacing 
the damaged section. 

Clock Spring offers significant advantages over previously mandated repair 
methods. Labor and material savings using Dock Spring have been estimated at 
up to 40 percent over the metal sleeve repair method and 65 percent over section 
replacement. Based on pipeline Industry input on the expected use of Clock 
Spring, GRI esUmates an annual Irulustry savings of $8.5 million to $11.5 million. 

D eveloped by NCF IrKlustries Inc., and Clock Spring Company LP, with 
support from GRI and Panhandle Eastern Corporation, the Clock 
Spring repair system coruists of a fiberglass composite-reinforced coil 
that Is wrapped around a pipe defect with a specially designed adhesive. Initially 
marketed as a crack arrestor In 1987, product development, proven in laboratory 
and field validations, has since advanced the technology to its current status as an 
option for the repair of pipe gouges, corrosion and other anomalies. Repairs 
made with Clock Spring have shown the capability to restore the strength of the 
line pipe sufficient to permit it to operate at its original allowable operating 
pressure. As part of a demonstration program by the Gas Research Institute, the 
Clock Spring has been installed on a number of pipelines nationwide including on 
two segments of Texas Gas No. 1 26-inch diameter line near Grand Rivers, Ky., 
and Clarksdale, Miss. 

'The value of this technology has been proven in extensive field evaluations," 
explains Theodore L Wilke, GRI vice president, gas operations technology 
development. "With the Clock Spring system, permanent repairs can be made 
while the pipeline is operating. This enables pipelines to avoid customer-service 
interruptions, as well as revenue arrd vented gas losses. As shown by the number 
of companies joining the petition filed with DOT, the industry has long recognized 
the benefits of using Dock Spring. However, until now, regulations have not 
permitted its use on gas pipelines." 

Dock Spring is manufactured and marketed by Clock Spring Company (Hous- 
ton). The composite material used In the Clock Spring system consists of glass 
fibers impregnated by a resin matrix. Fiberglass is highly resistant to corrosion, 
and fiber-reinforced composites are known for their high strength, light weight 
and relatively low cost. 

Application of the composite repair material is a fairly simple process. Once 
the pipe defect has been inspected, prepared, and filled, a coiled band of Clock 
Spring material is wrapped around the pipe and bonded into a single unit with a 
proprietary adhesive. This repair method not only restores the pipe's original 
pressure capabilities, but can also improve its resistance to further structural 
deterioration. 
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INFIELD RESERVE GROWTH 

Gtology Combines with Geophysics, Engineering, and 
Petrophysics to Reveal New Reserves in Old Fields 


The ]ovirer 46 states contain approximately 800 trillion 
cubic (eel (Tcl) of technically recoverable natural gas in 
reservoirs of conventional “tightness” ^}OfOsity and peime- 
ability). Of this, approximately 400 Tcf is in undiscovered 
Helds, and about 160 Icf is [Moved reserves. The remaining 
"By IoUbb b .BBl<idI..Ipno..Y 240 Tdf. hwevci; !s incre- 
(«am apfir««<h lk«rt brings mental gas left behind in 
existing gas fields (in 
uncontacted or incom- 
pletely drained compart- 
ments). Today, lechno- 
logicai impFOvenients and 
changes in the economics 
of development make 
these “left-behind" re- 
sources both attainable 
and highly attractive. 
Over the last six years, 
GRI — with the U.S Department of Energy (DOE), the 
Bureau of Economic Geology (BEG), and the slate of 
Texas — has developed advanced techniques for identi- 
fying missed gas in mature Helds. 

This prop^, entitled “InHeld Natural Gas Reserve 
Growth Joint Ventute,” is reevaluating older fields in the 
Gulf Coast and Midcontinent regions. The result is signif- 
icant new reserves at costs far less than full-cycle explo- 
ration and production operations. Since June 1993, the 
program has been concentrating on the BoonsviUe Held, 
near Fort Worth, TX. 


t«gether the «xf»ertt*e of 
geelogitti, geophysictstx, 
petrephy«4<lst<, ond 
reservoir engineers, yew «on 
e<h(eve a mere <enipi«*e 
<hore<1eriz4itien of complex, 
hcteregeneoui reservoir*, 
ond, with greoler precisSen, 
target the placement of 
new wells and recompletlons 
in existing wells." 

L. FrcnkPilU 

Prtiidtiti 

Pitts £rttrff Croup 


conventional approach. A well %tas drilled based on these 
combined data, however; and the initial results were good. 

“By taking a multidisciplinary team approach that 
brings together the eirpertise of geologists, geophysicists, 
petrophpiebts, and reservoir engineers, you can achieve a 
more complete chaiacterizalion of complex, heterogeneous 
reservoirs, and, with greater precision, target the placement 
of new x^ells and recompleiions in existing wells,” explains 
L, Frank Pitts, President of Pitts Eineigy Croup. 

The major benefit of the Joint Venture program is that 
even small operators can use its techniques to redevelop 
Helds and exploit reserve growth opportunities, at costs 
and risk factors much lower than traditional exploration 
and production procedures. A field test in Victoria County, 
TX, demonstrates the economic advantages of secondary 
gas recovery. Costs for redeveloping several targeted reser- 
voirs uere S031 per thousand cubic feet (Mcf), while the 
market price for the gas was about S2.00/Wcf. 


In the Gulf Cxiast region, reserve additions per gas devel- 
opment well were up 48 percent in 1993 compared to the 
1991-92 average, and were the second highest in 
14 years. In addition, costs were reduced substantially. 

Although field experiments are still underxvay to idendiy 
absolute links between stnrclure, sequence straUgiaphy, 
and the distribution of reservoir compartments, much has 
been accompUshexL ‘Tbo must understand the geological 
envirorvnenl of jxxir property and xk) yxwr homework in all 
disciplines to be sure that jxmi are able to make a rational 
analysis," conclude Cary Hoge and Tc«n CoHman, Coffman 
Exploration, Austin, TX. 
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We appreciate very much the opportunity to include a statement in 
the hearing record on the way in which our government treats both the 
taxation of private research and experimentation, and the Clinton 
Administration’s apparent preference for a “Big Government” approach. 

We can all agree that the United States, as the leading economic 
power in the world, is challenged continually on the frontiers of new 
technologies to stay in the lead. But there are two very distinct 
philosophies about how to make the needed progress. 

Some people advocate government leadership, government 
planning, and government investment. We say that is wrong. Progress 
and innovation do not come from direct government aid, but from the 
efforts of inventors and scientists and engineers in the private sector. 
Even government funded laboratories and universities make the 
discoveries they do at the computer terminals and laboratory facilities 
where the scientific persotmel themselves have wide freedom of action, 
independently of the program planners in their administrative offices. 

To remain the world’s leader in science and technology, the United 
States must put more emphasis on letting the private sector take the lead 
and reduce emphasis on government programs as the main strategy. 
The Clinton administration has clearly taken a stand in favor of 
government action. 
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The Disappearing R&E Tax Credit 

The research and experimentation (R&E) tax credit expires on 
June 30, 1 995. Last year the Clinton Administration did not support its 
extension. This year, their “support” is tucked away in a little note in the 
tax section of their budget, and it is not even mentioned in the Research 
and Development discussion. 

It is clear that the R&E tax credit is quite peripheral to the 
Administration’s science and technology policy goals. In our opinion, 
by contrast, that is where the main emphasis ought to be placed. 

Instead of exploring new and sound ways to promote private 
industry research and development (R&D) or even private-public 
partnerships, the Clinton Administration has chosen to increase federal 
funding of government chosen research. As the following table shows, 
the Administration’s record shows federal civilian R&D spending will 
have grown 15.1 percent by 1996, although defense-related R&D 
spending has fallen 9.9 percent. 


Clinton Aduinistration’s R&D Spending 


Oollani in millions 

1993 

199Sfc5tU9%(prop.l 

1993-96 

1995-96 

NASA 

$8,883 

$9>l 

$9,179 

3.3®/o 

-4.0% 

Commerce Dept. 

607 

904 

1,096 

80.6% 

21,2% 

EPA 

519 

552 

616 

18.7% 

1 1 .6% 

ATP 

68 

431 

491 

622.1% 

13.9% 

TRP 

472 

443 

500 

5,9% 

12.9% 

Mfg. Extension Prog. 

18 

91 

147 

716.7% 

61.5% 

HHS 

9,666 

11^72 

1 1,793 

22.0% 

4.6% 

Total Civilian 

30,329 

33,815 

34,902 

15.1% 

3.2% 

Total Defense 

42,164 

38,898 

37,981 

-9.9% 

-2.4% 

Total All 

72,493 

72,713 

72,883 

0.5% 

0.2% 


Source: FYI996 Budget of the U.S. (j liiwj*: pp. 94-9S; and Analytical Perspectives, p. 119. 


More noticeably, a series of programs of widely questioned 
effectiveness have grown dramatically. From Fiscal Year 1993 through 
Fiscal Year 1996: 

J the Advanced Technology Program (ATP) would grow to 
$491 million, or 622 percent 

y the Technology Reinvestment Program (TRP) would grow to 
$500 million, or 5.9 percent 

^ Commerce Department R&D would grow to $1.1 billion, 
or 80.6 percent 
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y the Manufacturing Extension Partnership would grow to 
$147 million, or 717 percent 

■/ HHS Department R&D would grow to S 1 1 .8 billion 
or 22 percent. 


The Unwelcome New System of Government Tech Centers 

The Manufacturing Extension Partnership (MEP) program is a 
prime example of the Clinton Administration’s bold new government- 
dominated initiatives. But at the same time, it is a good example of why 
this approach needs to be questioned. 

Started in 1988 as part of the Omnibus Trade and Competitiveness 
Act, the MEP was supposed to bridge the gap between sources of 
manufacturing technology and the small and mid-sized companies that 
were viewed as facing barriers that make them relatively slow in 
adopting important new technologies. The National Institutes of 
Standards and Technology (NIST) is in charge of the initiative. 

The NIST program has been criticized as unworkable and 
unresponsive to industry needs. In a 1991 report, the General 
Accounting Office indicated that “overall, the . . . programs have been 
only somewhat effective in addressing the technology needs of small 
manufacturers ... while legislation establishing the ... program 
emphasized the transfer of advanced technologies being developed at 
federal laboratories, the centers have found their clients primarily needed 
proven technologies.” 

Mandate for Change, the political issues handbook published by 
the Progressive Policy Institute (PPl) in January, 1993, which in those 
days was called “President Clinton’s think tank,” criticized the MEP 
tech centers as; 

their performance has been disappointing. Like other 
government retail service efforts, the extension services have 
reached too few firms and most manufacturers regard them as 
unlikely sources of practical expertise, [p. 75] 

The book advocated instead a new kind of privately run “teaching 
factory,” which [emphasis supplied]: 

would overcome many of these extension services short- 
comings by operating as an industry-owned and -operated 
learning center. It would offer groups of firms within a 
particular industry a place to put new processes into 
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operation and experiment with new technical applications. 

Its relevance to real factory floor problems would be 

reinforced by a requirement that firms provide at least half 

the operating costs of the facility, [ibid. ] 

Private industry-led alternatives to the government extension 
centers exist — from networks of consultants to full-scale integrated 
teaching factories. These alternatives address the concern raised by the 
Progressive Policy Institute’s study, yet the Clinton Administration has 
increased MEP funding to $147 million, which is 71 7 percent. 

Vanished? A Collaborative Private Sector R&E Credit 

More important, however, is that the Clinton Administration’s 
budget completely ignores two initiatives to foster what are truly 
industry-led partnerships — a modification to the existing R&E tax 
credit introduced in the previous Congress by Senators Danforth and 
Baucus (S. 666) and Senator Lieberman (S. 394) to reward collaborative 
R&D. Incentives for collaborative R&D have wide support, including 
the Democratic Leadership Council, the NorthEast-MidWest Coalition, 
the National Academy of Engineering and others. 

These proposals would modify the R&E tax credit in a fiscally 
responsible way. By providing a greater reward in the form of a flat 
credit for R&D conducted in teams from different organizations, the 
modification would maximize limited private and public sector R&D 
and encourage firms to allocate scarce R&D resources to projects that 
benefit both their individual goals md Joint, industry-wide goals. 

The proposed extension of the R&D tax credit would also 
stimulate new research — research unlikely to be undertaken 
individually whenever it might be too risky or too long-term, or so 
generally applicable that no single developer could fully capture all the 
benefits competitively. By making more efficient use of both private 
and publicly funded R&D resources, the proposed collaborative credit 
could significantly advance the overall efficiency and effectiveness of 
the R&E tax credit. 

Today one of the most touted reasons for government initiative 
R&D financing is that a central agency has some advantage in selecting 
among different proposals submitted by individual organizations and 
companies. Therefore, and perhaps most importantly, a collaborative 
R&E tax credit would allow private industry to initiate Joint research and 
experimentation projects. Private-puhlic partnerships would be 



257 


Statemmt of Joe Cobb 
The Heritage Foundation 


encouraged to flourish without the obtrusive hand of the federal 
government directing the area of study. 

The cost of stimulating industry-led partnerships would be 
significantly lower through a collaborative R&E tax credit than through 
direct federal subsidies. The Danforth-Baucus and Lieberman 
modification in the R&E tax credit was estimated to cost about one- 
quarter the amount of the existing R&E tax credit. This would be 
roughly one-half of the cost of the ATP program — a program that has 
been criticized as one “unblemished with success.” 

The Congress needs to adopt policies that promote private 
industry-led R&D rather than government-led R&D. Congress should 
protect incentives for the more efficient, collaborative form of R&D 
employed to a greater degree by our trading partners. And Congress 
should ensure that industry puts its money where its self-interest is, that 
the private sector co-funds the research. This would most effectively 
assure and that the research is relevant to the practical needs of 
America’s manufacturing industries. A collaborative R&E tax credit 
provision, like the proposals introduced in the previous Congress by 
Senators Danforth and Baucus (S. 666) and Senator Lieberman (S. 394) 
should be given serious consideration by this Committee. 
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Introduction 


The National Association of Manufacturers (NAM) is a voluntary business association 
of more than 13,0(X) firms located in every state. Our members range in size from the very 
large to the more than 8,(XX) small members that have fewer than 5(X) employees. The 
NAM’S member companies produce more than 80 percent of the nation’s manufactured 
goods. 


The NAM submits this statement for the printed record of the May 10, 1995, hearing 
regarding the research and experimentation expense aliocation rules, commonly known as the 
"861 R&D allocation regulations," and the research aixl experimentation tax credit, 
commonly known as the "R&E tax credit." 


RESEARCH AND EXPERIMENTATION EXPENSE ALLOCATION RULES 


These regulations are a prime example of how the current federal tax regime places 
U.S. multinational firms at a clear competitive disadvantage in the international marketplace. 
The NAM strongly recommends that the Coi^ress work with the Administration to ensure 
that a permanent regulatory solution to the R&E expense allocation issue is adopted this year, 
and to enact corrective legislation if such relief is not promptly forthcoming. A final 
resolution of this problem is crucial to the international competitiveness of U.S. 
manufacturing. 

In 1977, the Treasury adopted onerous regulations under Internal Revenue Code 
Section 861 continuing specific rules requiring allocation of the expenses of R&E conducted 
in the U.S. between a taxpayer’s U.S. source and foreign source income. Although the 
Section 861 R&E allocation rules operate through the mechanism of the foreign tax credit 
limitation, their practical effect is the same as denying an income tax deduction against U.S. 
income for part of the R&E actually conducted in the U.S. 

Needless to say, the foreign countries to which U.S. -conducted R&E expense is 
allocated do not allow U.S. firms a deduction for »ich allocated expense in computing 
foreign taxes owed. U.S. multinational fums are Ouis penalized for conducting all or a 
substantial portion of their R&E in the U.S., giving rise to a strong incentive to move part of 
such R&E overseas. In our view, this is not only unfair but constitutes singularly poor 
public policy. It is significant to note that we are the only major industrialized nation that 
does not allow domestic taxpayers to fully deduct domestic R&E expenses against domestic 
income. 

Since adoption of the 861 R&E regulations in 1977. Congress and the Administration 
have advocated and adopted a number of temporary moratoria to prevent the ftill 
implementation of the rules. Under the latest moratorium, included in the Omnibus Budget 
Reconciliation Act of 1993 ("OBRA ’93), 50 percent of domestic R&E expense was allocated 
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and apportioned to U.S. source income, with the remaining 50 percent allocable between 
U.S. and foreign source income on the basis of sales or gross income. The OBRA ’93 
moratorium expired December 31, 1994, for calendar year taxpayers. Therefore, the 1977 
regulations must be applied for future years unless a regulatory or legislative solution is 
adopted . 

The NAM believes that a permanent resolution to the 861 allocation regulations issue 
is long overdue, and requests that you work with the Administration to ensure that such a 
solution is promptly adopted through regulations. Otherwise, Congress should pass 
corrective legislation this year. 

Domestic R&E is Crucial to Competitiveness of U.S. Manufacturers 

The NAM believes that providing stable tax treatment for R&E that does not 
discourage U.S. -based R&E is crucial to the international competitiveness of U.S. 
manufacturing. Numerous econometric studies have demonstrated a positive link between 
R&E spending and increased productivity, which in turn leads to increased U.S. 
competitiveness and GDP growth. The vast majority of private (i.e. . nongovernmental) R&E 
outlays are made by manufacturing firms. To the extent this R&E leads to increased 
productivity in the manufacture of goods, such goods become more competitive in both 
domestic and overseas markets. The international aspect of this improved competitiveness is 
especially important, since in recent years, the growth in manufactured exports has been the 
main source of strength in the U.S. economy. 

Accordingly, the NAM believes the case for regulatory or legislative resolution of the 
R&E allocation issue is extremely strong. Equally strong, in our view, is the need to make 
such resolution permanent. R&E by its nature is often a long-term proposition. Indeed, it is 
not unusual for half of a firm's R&E to be directed at projects with a time horizon of five to 
ten years. Manufacturing concerns need the stability that is necessary for .sound, long-term 
business planning. 

Recommendation 


The NAM strongly suppons a definitive resolution to the R&E expense allocation 
regulations issue this year. We appreciate the opportunity to submit this statement and would 
welcome the opportunity to work with Congress and the Administration to resolve this 
longstanding problem. 


RESEARCH AND EXPERIMENTATION TAX CREDIT 


Cost of Capital Considerations 

The most critical economic determinant on the manufacturing sector of the United 
Slates economy is the cost of capital. In recent years the cost of capital for United Stales 
manufacturers, both in absolute terms and relative to manufacturers in other countries, has 
experienced an unfavorable trend. Increased cost of capital adversely affects our ability to 
maintain a skilled workforce, price goods competitively in the global market and develop 
technological innovation. 

Research and Experimentation Tax Credit 

In legislation the U.S. House of Representatives passed this year, it has begun to 
address cost of capital issues on a broad scale. It has taken measures to enhance the 
recovery of investment in plant and facilities, it has passed moderation in the taxation of 
capital gains, and has provided a savings vehicle which will serve to encourage U.S. savings. 
And there are signs that out-of-conirol regulation will also abate. All of these have a 
favorable impact on cost of capital and enable our members to make even greater 
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contributions to the well-being of our citizens. 

Yet there remains attention to the single most important capital element in maintaining 
world technological leadership. The capital flow created bv the research and experimentation 
tax credit must be maintained . 


Productivity of the Manufacturing Sector 

Manufacturing productivity growth averaged almost 3 % during the 1980s and early 
1990s, nearly three times as high as in the non-farm business sector. When measured in 
terms of output per unit of labor and capital, it is six times greater. This broader measure, 
total factor productivity, mainly reflects technological advance. 

The United Stales has continued to maintain a higher average level of manufacturing 
productivity than any of the large industrial countries. According to a recent smdy at the 
Brookings Institution, productivity in German manufacturing stood at 86% of that in the 
United States compared with Japan at 78 percent. Individual worker productivity statistics 
demonstrate similar United States leadership. 

United States companies are far ahead in the deployment of information technologies. 
The number of personal computers in use in the workforce in this country is more than twice 
the number in use in Germany and nearly four times tte personal computers in the workforce 
in Japan. Besides the huge lead in use of personal computers, some 56% of U.S. personal 
computers can communicate with other computers within a company through local area 
network connections, compared with just 13% in Japan. Eight of the top ten personal 
computer companies worldwide in 1993 were American. The U.S. lead in information 
technologies has contributed to export growth, thereby strengthening U.S. manufacturers’ 
global competitive standing. 

From (he scan of (he export boom in 1986, the number of expon jobs related to 
export goods increased by more than 2.3 million. Every year since 1986, the number of jobs 
supported by gocxls exports have been more than double the number supported by service 
exports. Each $1 billion of new exports creates an average of 17,000 new jobs. 

Over (he period 1970-1993, 68% of total United Slates R&D was F)erformed in 
industry, Ninety percent of all industrial R&D is conducted by manufacturers. The 
relationship is obvious -- R&D activity by manufacturing businesses in the United Slates has 
contributed significantly to the country’s continuing leadership among the worlds leading 
countries. The Research and Experimentation Tax Credit works. It is effective; it is 
productive; it creates jobs It needs to be extended and made permanent. 

Fundamental Utility of the Incentive 

The "Manufacturers' Pro-Growth Agenda" sponsored by the NAM includes the 
following item: 

Support Technological Innovation. Reduce the number of 
federal labs and more precisely define their mission to avoid 
public-Zprivaie-sector competition. Make remaining federal 
R&D activities more cost-effective and more private-sector- 
oriented. Encourage appropriate, industry-led technology 
partnerships with government. Reduce existing regulatory 
obstacles to innovation and to the rapid diffusion of new 
technologies, and avoid enacting new regulatory obstacles. 

The NAM believes the credit should be evaluated considering the suggested reduction 
in federal labs with a view toward using that cost saving to further encourage private R&D 
through an enhanced credit. 
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While the credit has been effective in encouraging private R&D, many companies that 
have made substantial investments in research and development do not benefit from the 
current credit. This is due to the structure of the current credit that is available only to the 
extent that a company’s current ratio of R&D expense to sales exceeds the same ratio for the 
1984-1988 base period. 

A company may actually increase R&D spending and still be ineligible for the credit. 
This can occur for a number of reasons relating to business developments such as the 
acquisition of a less R&D intensive subsidiary or a rapid increase in sales for cyclical 
industries. In these cases, a company could be denied the credit for reasons unrelated to its 
overall research efforts. 

The NAM believes Congress should consider providing an alternative, elective credit 
that would be available to these firms that conduct critical research activities, but that for a 
variety of reasons have not been able to qualify for the incremental credit using the existing 
base period. 

The existing credit remains an effective framework from which improvement can be 
made. A large number of companies are investing existing amounts in R&D because of the 
credit. Because the present credit is scheduled to expire at the end of June, the NAM 
believes the entire framework will be in jeopardy if it is not renewed. It is of umiost 
importance that there be an uninterrupted continuation of the credit. The NAM encourages 
Congress to extend the credit in such a way so that it will work effectively for the broadest 
possible spectrum of industries. 

Recommendation 


The NAM urges that the R&E tax credit be extended and made permanent. That 
should be done this year retroactive to its expiration date. If sufficient funding is available, 
an enhancement should be made so as to support any productive R&D activities without the 
credit structure itself constituting an impediment to productive activities. One means to 
achieve this objective would be through an aUernaiive. elective credit which would not 
disadvantage businesses currently earning the credit. 

Summary 

The health of the United States' economy and its favorable position in the world 
market is dependent on the manufacturing sector. The cost of capital is the most critical 
economic determinant in supporting a successful manufacturing community. The majority of 
private commercial R&D is conducted by manufacturing enterprises. R&D spending by 
United Slates manufacturers sustains growth and advancement in manufacturing technology 
enabling a healthy economy, creation of new jobs and maintaining the United States 
leadership in the global market. 
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Testimony Of Mike Cummins 
Vice President 

OF THE National Center for Manufacturing Sciences 

Madam Chairwoman and Members of the Subcommittee on Oversight: 

The National Center for Manufacturing Sciences welcomes the opportunity to testify on the need 
to improve the research and experimentation (R&E) tax credit. More specifically, we would like 
to lend our support for, and offer our perspective on, an enh^ced reward for research conducted 
coUaboratively. 

In sum, an enhanced reward for research conducted coUaboratively will serve several important 
functions not currently served by the R&E tax credit. A modification for collaborative R&D 
will: 

• reward currently underspent manufacturing process R&D of generic application to industry, 
which will ensure we not only innovate in new products, but have the ability to produce 
those products on competitive terms; 

• permit small manufacturers to leverage resources and know-how with larger manufacturers 
to conduct joint R&D of importance to the supplier chain; 

• encourage companies to do research in the most efficient manner possible, i.e. 
coUaboratively, when the research would otherwise be duplicated and encourage new 
research that would not otherwise be done if R&D had to be conducted and paid for on an 
individual firm basis: 

• cost effectively reward the deployment and commercialization of R&D. not just the ability of 
firms to spend more on R&D; and. 

• widen the benefits of the R&D tax credit to firms currently not eligible for the credit and 
simplify administration of the credit. 

['he NCMS ” a 501(cK^) not-for-profit manufacturing research and development organization - 
is one of the Nation’s leading R&D consortia, and the largest in the manufacturing realm. 
Comprised of predominately smaller manufacturers, the NCMS focuses on generic 
manufacturing process R&D -- R&D that is the building block for the conversion of raw 
materials to finished products. 

The. unique mode! of the NCMS. as a consortium of large assemblers and small suppliers, serves 
to maximize the benefit of every’ R&D dollar expended. First and foremost, the selection process 
for process R&D engages the expertise of a diverse group of participants, who not only see the 
process technology from its potential application to their unique product lines, but through their 
chain of suppliers. Such a selection process assures that the process technology has wide 
commercial application across industry . as well as defense application. The NCMS model 
avoids the problem encountered when individual firms undertake process R&D. Too often 
processes of considerable merit to a vast number of businesses are not made relevant and cost- 
effective because their application to industry is not fully utilized or even appreciated. 

Second, since NCMS is governed by the highest quality principles synthesized across industries, 
the value of the process technology to NCMS members is always benchmarked against the 
regiments of quality. The consortia environment ensures that the procedures of the widest 
practicable application emerge, but also that these processes yield products of the highest 
quality. 

Finally, as a consortium of variegated firms, NCMS’ unique membership can accelerate the 
commercialization of process technologies. That is because the technology is instantly available 
to a base of manufacturers that represent a significant portion of the industry users. 

In our testimony here today, we would like to discuss with this Subcommittee the need to 
understand the distinction between process and product R&D, the reason why process R&D is 
underspent, and why w e believe a collaborative tax credit will address many of these problems. 
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I. PoKcymaken Most Umientand the Ejoentui} Need for Collaborative and 
Process-Oriented RAD 

The Congress and the Administration, regardless of whether either is in Republican or 
Democratic hands, perennially touts the need f<M' R&D funding. At the state level, governors 
provide direct assistance to stimulate RAD and the fruits of increased productivity, higher 
paying jobs and the manufacturing pfxxluctivtty it «nbodies. And across our shores, virtually 
every developed country finds ways in ndiich to reward RAD. The need for RAD, and for 
government incentives for RAD is permanently etdied into the American psyche. 

But expressions of support for the idea of promoting RAD, as this committee has heard horn 
many witnesses here today and over the last ten years, is the easy task. What is more difTtcult is 
determining how to translate that support into ctmcrete proposals to encotuage RAD. Equally 
important is determining what form of RAD should be rewarded. 

Recognizing that we und ersp e n d in RAD, therefore, is only part of the story. We must 
appreciate the critical distinction between product and process RAD, we must attempt to 
quantify and understand the causes of underspending, and we must — most importantly -- take 
steps to direct additiona} resources to process RAD commensurate with its importance. 


Process RAD is Critical to Manttfacturing Competitiveness 

In its most basic fomi, manufacturing can be defined as the conversion of raw materials into 
finished products with defined shape, structure and properties that fulfill given requirements, 
specifications and quality levels. ^ This coovmsion into finished products is accomplished using 
a variety of processes that apply energy — be it electrical, mechanical, thermal or chemical in 
nature — to produce the desired changes in the configuration of materials. The means by which 
this conversion is effected is collectively known as ^manufacturing process’, and the study of 
how to most e^iciently effect this conversion is the study of manufacturing process technology. 

Manufacturing process RAD matters, because it is the key to competitiveness of manufacturing 
sector. Every nation's success as a global manufacturer requires the development and use of 
processes capable of producing high-quality products rapidly, cost-effectively, and in an 
environmentally acc^itable manner. U.S. companies must be able to manufacture products of 
superior quality at compriitive {hkcs. and foe key to the quality of any product is an 
understanding of foe manufocturmg process by which it is produced and an understanding of the 
most efficient means to impfemeoi that manufacturing process knowledge. 

Ev idence of the criticality of process RAD. can certainly be found in the concerns advanced by 
policymakers. Numerous studies which have been undertaken to define the most impotlant areas 
of future industrial research have emphasi^d foe need to place manufacturing process 
development on an equal basis with new product technologies. According to these studies, the 
U.S. must establish a permanem foundation in engineering and science which is capable of 
innovating and improving not only products, but the processes by which they are produced. For 
instance, the report of foe National Research Council, Materials Science and Engineering in the 
1990s: Maintaining Competitiveness in the Age of Materials, highlights materials synthesis and 
process as an important area of expanded emphasis over foe next decade (NRC 1 989). Other 
studies point out that the reason for foe loss of manufacturing competitiveness and productivity 
has been a reduction in investment in mwufacturing process RAD; indeed, that the D.S. focus on 
products rather than processes has been fueling the relative decline of American manufacturing 
with respect to oth^ manufocturing nations.^ ^ 


^ Unit Manufactuiir^ Processes, National Research Council, National Academy Press 
(1995). 

2 Thurow, L. 1987. A weakness in process technology. Science 238: 1659 - 1663. 

3 Mettler, R.F. 1993, For^g the Future; Policy for American Manufacturing, 1993. 
Washington, D.C.: Report of the Manufacturing Subcouncil, Competitive Policy Council. 
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These studies are bolstered by everyday observations. Although global integration of product 
markets and advances in reverse engineering techniques have improved the ability of 
competitors to determine the compounds of new products, the ability to clone products still 
depends on competitors’ ability to make those compounds. Excellence in developing and 
implementing manufacturing processes that produce unique production capabilities with cost and 
quality advantages are determinants of market suo^ss, since processes and investment in capital 
and training costs cannot be easily duplicated. 


J^ocess RAD Assists Production in Many Ways 

Manufacturing process occupies a central role in our economy because of its ability to increase 
affordability and quality of the products, decrease time to market and time for 
commercialization, broaden applications of products, and incorporate environmental or other 
externalities. Each factor deserves elucidation. 

First, manufacturing process R&D adds greater affordability to production; indeed, affordability 
is one of the seven industrial thrusts identified by the Department of Defense in determining the 
priority of Manufacturing, Science and Technology funding. One of the basic values of process 
technology is its ability to provide the required quality level of transformation at minimum input 
cost per unit of output. This involves minimization of such factors as energy use. scrap 
generation, capital and labor costs. 

Second, manufacturing process technology can find new uses for advanced materials. Often 
advanced materials with outstanding properties are simply left unused or languish in a single 
laboratory or corporation since little consideration had been given to the methods required to 
produce them. Understanding process helps us understand the possible uses to which such 
material can be put. 

Third, manufacturing process technology can shorten the time to transform a product technology 
from research (o commercialization by rapid response to customer needs. One of the critical 
understandings in research today, is the need, developed by industry and adopted by the 
Department of Defense, to have concurrent process and product technology, otherwise known as 
Integrated Product and Process Technology. Though concurrent process R&D we can achieve 
production more success^lly, with more quality and with greater speed. Of course, process R&D 
can shorten the time of production, which is particularly important if the process is the limiting 
factor in bringing the product to market. 


[[, Why do We Underspend on Process R&D? 

The failure of market forces to provide for an adequate level of manufacturing process R&D 
results from the economics of R&D spending, particularly the unique economics relative to 
manufacturing process R&D. As a general proposition, firms tend to underspend on R&D since 
they are unable to translate into profits all of the value their R&D adds to the economy; but this 
“innovation gap” is widest for manufacturing process R&D where the return to the individual 
firm is perceived to of less advantage to the firm than to the manufacturing community as a 
whole. 

Individual firms tend to underspend in manufacturing process R&D. Both product and process 
R&D may entail large costs, high risks and longterm payoffs. The potential gain for any one 
firm from process technology is limited by the use to which the firm can apply the technology in 
their own operations. The R&D may result in technology that will reduce their costs, allow a 
lower pricing structure and improve market share to some extent, it will not expand their 
revenues to the same dramatic degree that a new and innovative product will. And since they are 
not in the manufacturing technolo^ business, they will not typically know how to enter an 
entirely new and different market based on the improvement. The process improvement, 
however, probably has wide application throughout their industry and in others. Thus the gap 
between the return to the firm (defined by the reduction in costs in its plants) and the potential 
return to society (lower costs and higher productivity in innumerable firms and often across 
industries). 
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Manufacturing R&D has the widest possible application of almost all R&D besides basic 
research but perhaps the lowest potential return to a particular firm. While few firms may be 
able to utilize a product innovation, many finns can find application to improvements in the 
processes by which that product is made. This dichotomy — the value to the industry or 
industries that would benefit from the technolo^ vs. the inability of firms to typically receive a 
modest cost savings from their manufacturing R&D investment — causes individual firms to 
collectively underspend on process R&D at a level which exceeds the level firms underspend on 
R&D in general. 

There is another reason that process R&D is relatively underhinded compared to product R&D. 
Protecting a firm’s intellectual property in a product innovation is relatively direct. If a firm 
loses sales to a competitor using patented or otherwise protected product technology, it will 
quickly find out since exploiting the purloined technology necessarily involves third parties (i.e. 
customers). It may then enforce its legal rights (at least domestically and in most advanced 
countries). Process R&D may, in contrast, be used to good effect by a firm internally in its 
plant. It is therefore vastly more difficuh to discover violatitm of a firm's intellectual property 
rights. This difference increases the risk and reduces die return on process R&D. This difficulty 
in protecting property rights makes it more likely that the firm will elect to perform product 
R&D even though the economic benefit to society wmild be higher were more R&D dollars 
allocated to process R&D. 

Although it is not a particularly simple task to determine whether process R&D is being 
underspent in the private seettM*, the ability or failure of firms to compete successfully against 
domestic and foreign competitors gives a fairly direct measure of the productivity of their 
manufacturing operations and the efficacy of dieir manufacturing processes. In the case of 
defense suppliers, who are typically manufacturing a unique product with one buyer, it is more 
difficult to gauge the proper level of defense process R&D spending. 


in. Why are Added Inceatives fur Collaborative R&D are Needed? 
There are many reasons why a collaborative R&D tax credit is needed. 


The Collaborative Credit Ove r c o ma An Jmherentfy institutional Bios Against Collaboration 
and a Built-in Bductamee to Coilabarate 

Most importantly, the credit is needed to overcome a bias against collaborative research that has 
been institutionalized in the American business culture. Hislorically. antitrust laws and our 
traditional image of stubborn independence have ccmibined to characterize collaborative research 
not only as a sign of weakness, but as an approach that could restrict competition or trade. As a 
result, most American companies have been reluctant to share manufacturing information and 
technology, even when their problems are industry-wide and solutions are long-term, costly and 
risky. 

The credit would be the next logical step in a scries of steps undertaken by Congress to remove 
institutional obstacles to collaborative research. In 1984, Congress passed the National 
Collaborative Research Act, which was intended to assuage fears that collaborative research 
(through the prototype stage) violated U.S. anti-trust statutes. In addition, the Stevenson- 
Wydler Technology Act of 1980, the Federal Technology Transfer Act of 1986 and the Omnibus 
Trade and Competitiveness Act of 1988 have all increased the abilities of American companies 
to engage in collaborative research. 

In addition to overcoming cultural biases, the credit is needed to overcome internal perceptions 
that collaboration will hinder rather than help. R&D goes to the very heart of a firm’s existence. 
Innovation, technology, knowledge and discoveries are the lifeblood of a ^rm; they are the 
means by which a firm gains marketshare. But (he% commodities only have value if they are 
either unknown to other firms or protected under intellectual property laws. 
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By asking firms to collaborate on R&D, we asking them to share with others - mostly 
competitors — some of this knowledge. Collaborative R&D is new, difficult to organize and 
carries substantial perceived risks to firms. For an aggressive growth company, fear of 
“contributing knowledge” to competitors instead of “sharing” in the new knowledge is very real. 
And the collaborative group activity is subject to less individual corporate control, which 
elevates this concern. 

The Collaborative Credb Furthers Sound Policy Goals of the Incremental 
Section 41 Credit 

The collaborative R&E tax credit strongly advances the policy justifications of the section 41 
incremental credit, and at the same time, rewards the most efficient use of limited R&D funds. 
The collaborative credit has much to recommend it: to die extent the credit leverages research 
dollars it encourages more eflTicient use of limited RdtD resources; to the extent it spreads risks 
and costs; it encourages new research that would not be conducted in its absence; and, to the 
extent it eliminates redundant research, it increases the stimulating effect of the existing tax 
expenditures. 

First, the collaborative R&D tax credit will stimulate new R&D (as the incremental Section 41 
credit is intended to do). This is because the credit enables firms to spread risks and costs by 
pooling cash, in*kind contributions, scientists and technical know-how on R&D that would 
otherwise be too costly, too risky or too long-term to perform individually. 

Second, the collaborative credit will advance the underlying goals of Section 41 by ensuring the 
research is conducted in the U.S. and by better enabling firms to meet foreign competition. The 
collaborative R&D tax credit is intended not only to help firms compete against one another, but 
to band together to meet global competition. 


The Credit WUl benefit Firrm Not Encouraged by the Current Incremental 
Credit 

Direct benefits of the proposed enhancement to the R&E tax credit will undoubtedly inure to the 
bottom line of companies chat conduct collaborative research. The collaborative credit will assist 
companies that are otherwise increasing their R&E expenditures above the "base," regardless of 
how that base is defined in the section 41 incremental credit. E^iually important, however, it will 
also benefit companies that cannot take immediate advantage of the incremental credit either 
because they do not have taxable income against which the credit can be offset, are subject to the 
limitations of the Alternative Minimum Tax or whose R&D falls below the base. It also includes 
smaller firms who may be disinclined to invest the needed amounts in process or other 
technologies not perceived to immediately inure to die bottom line, but in the long run are key to 
their sustained competitiveness. 

The ability to share in the research results of collaborative research that is "incentivized" or 
encouraged by the enhanced credit is a direct benefit that will inure to all participants in a 
collaborative venture. In other words, because the research is collaboratively conducted (and 
financing is interrelated), lowering the costs of capital outlays lowers the cost of capital for the 
research venture in its entirety. In essence, the leveraged research is disseminated to small and 
large firms alike, for-profit and currently not-for-profit firms alike, and the indirect benefit of the 
credit is spread to the entire membership of the project For firms that are below the "base", 
collaboration will allow them to "catch up to the fold" with immediately rewardable R&E 
expenditures. 


The Credit tyUl Efficiently ^mmlate K&D to the Benefit of the Public and the 
Public Fiscal Interest 

A common test of the utility of the credit has always been how much research it stimulates, but 
this is far from a perfect criterion as pointed out in the testimony of the GAO. A more correct 
measure of the utility of an R&E tax credit is how efficiently the credit promotes research, how 
quickly it facilitates dissemination of research results, and how effectively it assists in the 
commercialization of innovations within short time frames. The credit should not be judged 
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simply by how much R&D dollars it stimulates, but by the knowledge conveyed and deployed by 
the R&D performing firm. 

The collaborative R&D tax credit induces new research at lower costs to limited public resources 
(in the form of tax expenditures) and lower costs to increasingly limited private resources. It 
helps companies make more efficient use of limited resources by overcoming transactional and 
cultural barriers to collaboration, providing a counterbalance to perceived or real disadvantages 
from disclosure of information. Moreover, it will reduce redundant research on which the 
incremental credit is now taken, ensure innovations are considered for the widest possible 
application, enable U.S. companies to bring technology to market faster on a wide variety of 
applications by involving more partners and employ teamwork to meet new challenges in the 
global trade environment. 

The savings of finite public and private sector R&D resources and the new generation of R&D 
activity will inure to the benefit of the consumers in safer, more economical and mere efficient 
products of greater variety. 


Tkt Credit WUi Close the Wider Gap Between Societal and Economic Returns 

It is generally recognized that firms will under invest in R&D. The prospect of recapturing 
income from a new idea is the primary incentive for commercializing new products or 
developing new processes. But individuals or firms that undertake R&D of new technologies 
must always balance the prospect of return with the cost of that R&D, the risk of failure and the 
consideration that, even if they are successful, they will not be able to reap the profits 
attributable to the new technology.^ A firm that is efficient in finding new technologies is not 
always poised to best manufacture and distribute the product, or otherwise fully capitalize on that 
technology. In short, firms have difficulty capturing the benefits of research to the same extent 
those benefits inure to society. 

The R&D tax credit is partly meant as a means to balance this market distortion by bridging the 
gap between Che social rate of return and the economic rate of return to the Individual firm. To 
the extent the gap between social and economic rates is closed, actual market forces can work 
more effectively to properly allocate sufficient funding to R&D. The credit also counters similar 
incentives provided for by our competitor>nations. 

In collaborative research, however, even greater gaps between economic income and the social 
rate of return are present, and even greater competitive pressures come to bear. The greater gap 
between societal and individual rates of return stem from two factors; first, that the social rate of 
return is higher per dollar of R&D expended; second, that the firm has greater difficulty 
recapturing investment. As noted, because companies are sharing research results with 
competitors — even if the consortia involves vertical components •• the starling line for 
competition is advanced for all participants. No individual firm, therefore, gains relative 
advantage over another in collaborative research. This inability to recapture relative income gain 
widens the gap between the firm's perceived individual return, and the benefit to the public. The 
collaborative R&D tax credit modification is meant to stimulate two principal policy goals of the 
Section A ! credit: ( 1 ) it is intended to stimulate new research, and (2) it enables firms to 
recapture the economic profits of R&E outlays, when these are the most difficult to be 
recaptured . 


The Credit Redresses Certain InequRm 

The tax credit for consortia research is also needed because the Code can treat collaborative 
research disadvantageously. As previously discussed, outside contract expenses are currently 
creditable, if at all, to the extent of 65 percent. Therefore, cinlricutions to research consortia are 
not fully creditable as in-house expenses. This 65 percent contract limitation is not without an 
ostensible policy goal; it is meant to reflect the cost of in-house research overhead, and therefore. 


^ While research may result in lai^e dividends to firms that conduc’’ such research, 
such firms are reluctant to conduct research because of the long-term nature of the 
rewards and because of the fear that the innovation or new processes developed from 
this research will be lost to competitors. 
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equally tiie treatment betw^n in-house and contracted research. However, the reasoning 
behind the policy is flawed: it is precisely the lower overhe^ coste of resew::h consortia and dbe 
higher return per dollar of contribution which rec<»nmends collaborative research. 


Conclusion 

It is time for a domestic tax policy that rewards R&D conducted collaboratively as part of our 
current tax incentive system for R&D. The credit leverages research dollars and encourages 
more efficient use of limited R&D resources. The credit also spreads risks and costs and 
encourages new research that would not be conducted in its absence. Finally the credit 
eliminates duplicative research, thereby reducing dte tax expenditure. For these reasons the 
NCMS recommends that national tax policy incentivize collaborative R&D. 



269 


National Society of 
Professional Engineers 


Statement 
of the 

National Society of Professional Engineers 
on the 

Research and Experimentation Tax Credit 
May 24. 1995 

The National Society of Professional Engineers supports legislation (S. 351/H.R. 803) 
to make permanent the tax credit for research and experimentation. The R&E tax credit 
is one of the most effective ways the government can encourage private sector research 
and development. 

The National Society of Professional Engineers (NSPE) was founded in 1934 and 
represents over 65,000 engineers in over 500 local chapters and 52 state and territorial 
societies. NSPE is a broad-based disciplinary society representing all technical 
disciplines and all areas of engineering practice, including government, industry, 
education, private practice, and construction. 

The R«feE tax credit, provided in Section 4! of the Internal Revenue Code, allows 
taxpayers to claim an incremental credit for R&E expenditures. Because the credit 
applies only to R&D expenditures that exceed a base R&D investment amount, it 
encourages the beneficiaries to increase their level of R&D investment beyond what they 
would normally have conducted without the credit. The tax credit also counters one of 
the primary disincentives to private sector R&D - the financial disadvantage incurred by 
a firm that conducts research, only to have their competitor gain access to the new 
technology, without having incurred the research expense themselves. In a sense, the tax 
credit "reimburses" those industries whose research benefits the economy as a whole. 

Also, because the R&E credit applies to contract research conducted on the taxpayer’s 
behalf, as well as to in-house R&D, the credit may in some cases stimulate greater 
cooperation between industry and academia. Both industry and academia benefit when 
certain academic research is directed to specific industry needs. 

Unfortunately, the R&E tax credit has been subjected to short-tenn extensions. As a 
result, beneficiaries have not been able to make long-range business plans with 
confidence. In fact, some eligible participants may have chosen not to avail themselves 
of the tax benefit as a result of the uncertainties involved. In effect, the short-term 
nature of the provision has diminished its potential to effectively meet our important 
research needs. We are confident that the impact of the R&E credit will be magnified 
when it is made a permanent component of the tax code. 

The R&E lax credit is a sensible use of tax policy to enhance our nation’s long-term 
economic competitiveness. It has our full support. 

14Z0KmSWi€7 
ALEXANDRIA. VIRGINIA 22314 
m*694»2m FAX 703*83$*4875 
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I^S SEOUEnT 


Our Busmess is Vaur Success 


STATEMENT OF ROBERT S. GREGG 

SENIOR VICE-PRESIDENT OF FINANCE, LEGAL, 
TREASURER AND CFO 
FOR SEQUENT COMPUTER SYSTEMS, INC 
BEAVERTON, OREGON 

RESEARCH AND DEVELOPMENT CREDIT 

BEFORE THE HOUSE WAYS & MEANS COMMITTEE 
SUBCOMMITTEE ON OVERSIGHT 

UNITED STATES HOUSE OF REPRESENTATIVES 

MAY 10, 1995 


Madame Chair and Members of the Subcommittee. My name is Bob Gregg. I am 
the Senior Vice-President of Finance and Legal, Treasurer and Chief Financial 
Officer of Sequent Computer Systems (Sequent). I respectfully submit this written 
testimony on behalf of my company. As a member of the American Electronics 
Association (AEA), we are asking for your help in seeking legislative relief from a 
technical glitch in the R&D tax credit definition of start-up companies. 

Sequent is based in Beaverton, Oregon, and is a leading architect of enterprise 
information technology solutions. In 1994, Sequent had approximately 1800 
employees worldwide, with approximately half of our tot^ revenue coming from 
sales outside the U.S. from research and development and production of products 
within the U.S. 

The unintended glitch in the tax law severely impacts Sequent and has resulted in 
our receiving no R&D credit since- the structure was changed in 1989, even though 
our research expenditures have increased over 700 percent since the inception of 
the company to over $60 million annually and have contributed to the employment 
of over 300 highly skilled engineers in Oregon and over 600 technically skilled 
support personnel. 

Sequent was founded in 1983 by 18 former Intel employees with a vision of the 
future and with the innovative spirit that the R&D credit was designed to 
encourage. As a result of our successful R&D efforts in the middle 1980's, Sequent 
has grown from being a start-up company just over 10 years ago to the mid-sized 
company that it is today. Our success is largely due to the research and 
development undertaken by Sequent to design and manufacture a new generation 
of large commercial computer systems (which have come to be known as 
symmetric multiprocesssing computers). 

Sequent believes that the R&D credit is a very important tool to US tax policy. We 
2 Lre committed to the R&D credit because prior to the change in the calculation 
with the technical glitch, the credit had a real impact on the decisions of Sequent 
and other young companies like us. This research has in turn allowed us to stay 
ahead of our foreign competition in the computer systems business. As a result, 
we know the R&D credit has a direct and clear impact on our future investment in 
research and it is critical that a technical glitch in the definition of a start-up 
company not put us at a competitive disadvantage. 


SEQUENT COMPUTER SYSTEMS. INC. • 1 5450 SW KOLL PARKWAY • BEAVERTON. OR 97006-6063 

• PHONE (503) 626-5700 • FAX (5031 570 9890 
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TAX LAW REVISIONS FAIL TO FNtfX^TRAnR AT I. START-1 lyS 

As previously mentioned. Sequent was incorporated in 1983. We began R&D in 

1983 and introduced our first product in December 1984. While we continued to 
invest significantly in R&D during the fixed base period of 1984 to 1988, our sales 
volume reached only $76 million by 1^, the last year of the fixed base period. In 
contrast, our revenue for 1994 was over $450 million. During the critical period of 

1984 to 1988, our average percentage of qualified research expenses to sales was 
over 15%, significantly hi^er than our current gtialifieH R&D to sales ratio. 

Because only incremental R&D spending above the base qualifies for the credit, 
when applying the fixed base percentage for d\e period 1984-1988 to the average of 
our gross receipts for the most recent 4 years, the result is a base so high that even 
as our R&D spending increases, we wUl not be entitled to an RfcD credit for any 
future year . 

Acknowledging that companies in a start-up phase will experience a distorted 
relationship between R&D expenses and gross receipts in their initial years of 
operation. Congress provided a special fixed base for start-up companies. We 
failed to qualify as a "start-up company" for purposes of the special base period 
relief because we had more than de minimis sales in 3 out of the 5 years of the 
fixed base period (1984-1988) even though we were clearly a start-up company 
during that period of time and in fact S^uenfs R&D as a percentage of sales was 
well over 100% in some years during the base period. The credit's incentive value 
is zero for a few compaiues like Sequent 

More importantly, the current start-up company definition puts Sequent at a 
significant disadvantage when we try to compete with an ^ready established 
company, or a new company who currently qualifies as a start-up company. These 
companies will get a 20% incentive for tf^or incremental R&D spending. This 
comes at a time for us when technologies must be developed so that exciting new 
products can replace the mature products that drove much of our past growth. 

We understand from those involved in putting the provision together back in 
1989 - and from the AEA representatives that were consulted at that time - that 
this result was never intend^. Rather, companies like us within AEA were simply 
too small to be aware of various congressiorial proposals back then, and so we 
never found out about it until it was too late. 


TKF. PROPOSAL 

The proposal that solves this problem is simple. It would duaife the de^mtum of a 
start-up compartY to ff*ry ^ to fagf ywr qf both R&Djnid sales in 

1984 and thena^ftar . Indeed, this fix was included in 11 in 1992, which was 
vetoed by President George Bush for reasons unrelated to this issue. At the time, 
the cost over 5 years was estimated to be under $50 million. I hope that you will 
seriously consider fixing diis problem to ensure that start-up companies like 
Sequent who began business during the early years of the fixed base period (1984, 

1985 or 1986) are not penalized merely for the year they were formed. 


Legislative relief is necessary to ensure that "noteh” comparues such as Sequent are 
not at a competitive disadvantage vis-a-vis, our competitors. We urge Congress to 
review this issue and to take action now on behalf of companies whose situations 
apparently were overlooked during the struggle over bigger issues in the 1989 
research credit revisions. 
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STATEMENT 
on the 

RESEARCH AND EXPERIMENTATION TAX CREDIT 
and the 

ALLOCATION OF RESEARCH AND DEVELOPMENT EXPENSES 
UNDER IRC SECTION 861 
for submiuion to the 

HOUSE COMMITTEE ON WAYS AND MEANS 
SUBCOMMITTEE ON OVERSIGHT 
for the 

U.S. Chamber of Commerce 
by 

William T. Sinclaire 

Senior Tax Counsel and Director of Tax Policy 
May 10, 1995 


The U.S. Chamber of Commerce appreciates this opportunity to express its views 
on the research and experimentation (R&E) tax credit and the research and development 
(R&D) expense allocation rules. The Chamber is the world's largest business federation, 
representing 215,000 business members, 3,000 state and local chambers of commerce, 
1,200 trade and professional associations, and 72 American Chambers of Commerce 
abroad. 


Research and Experimentation Tax Credit 

The R&E tax credit contained in Section 41 of the Internal Revenue Code was 
designed to reward businesses for increasing expenditures in R&D. However, the R&£ 
tax credit is due to expire on June 30, 1995, and the Chamber believes it should be made 
permanent because it benefits the overall economy in both the short and long term. 

The best way our country can maintain its competitive edge in the global economy 
is through increased innovation and technological development. R&D cycles can last for 
many years, and high levels of R&E must be perfonned continuously to achieve desired 
results. Because the R&E tax credit stimulates innovation and product development, it 
should not only be extended, but should be made pennanent so companies can rely on it 
during their budgetary processes. 

The R&E tax credit was initially enacted as part of the Economic Recovery Act of 
1981. Originally, the credit was equal to 25 percent of the excess of qualified research 
expenses incurred in the tax year over the average of qualified research expenses incurred 
in the three prior tax years. The credit was to expire at the end of 1985; however, it was 
extended through the end of 1988 by the Tax Reform Act of 1986. This act also modified 
the credit by (a) reducing the credit to 20 percent, (b) tightening the definition of the 
expenses eligible for the credit, and (c) enacting a separate, university basic research 
credit. Thereafter, the Technical and Miscellaneous Revenue Act of 1988 extended the 
credit through the end of 1989 and reduced the deduction allowed for qualified research 
expenses by an amount equal to 50 percent of die credit determined for the year. 

The Omnibus Budget Reconciliation Act of 1989 extended the R&E tax credit 
through the end of 1990 and further reduced the deduction allowed for qualified research 
expenses by an amount equal to 100 percent of the credit determined for the year. The 
Omnibus Budget Reconciliation Act of 1990 extended the credit through the end of 1991. 

The research tax credit was extended for an additional six months through June 30, 
1992, by the Tax Extension Act of 1991. The Omnibus Budget Reconciliation Act of 
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1993 extended it further throu^ June 30« 1995, and amended the rules determining the 
fixed-based percentage of start-up companies. 

With the R&E tax credit having been renewed six times and modified four times 
since 1981, uncertainty abounds in the Inisiness community and long-term planning for 
Ri&D can be precarious. This uncertainty reduces the incentive value and effectiveness of 
the credit. In order for businesses to make the necessary time and cost commitments for 
initial and continuing R&D projects, a permanent credit is required. 

A permanent R&E tax credit will remove uncertainty and allow businesses to plan 
and undertake long-term research projects. This will enhance American technology, 
increase our productivity and competitiveness in the global marketplace, create high- 
paying jobs, and improve our overall quality of life. 

Research and Development Expense Allocation 

American businesses that conduct most of their R&D in the United States are at an 
international competitive disadvantage if diey have foreign operations with foreign source 
income. The R&D allocation regulatioos (861 allocation regulations), contained in 
Section 1.861-8(eX3) of the Treasuiy Regulations, were first issued in 1977 and have 
been debated significantly ever since. This debate has developed because U.S. 
multinational companies with foreign source income are required^ for purposes of 
determining their foreign tax credits, to treat a portion of their domestic R&D expenses as 
if the R&D was conducted abroad. This has effectively led to double taxation for 
American comparues, since no foreign country allows a deduction for R&D conducted in 
the United States. 

The requirement diat a portion of R&D performed in the United States be treated 
for tax purposes as if it were conducted in a foreign country creates a disincentive for 
American businesses to undertake R&D in the United States and encourages the 
movement of R&D abroad. Moving R&D out of the United States runs counter to the 
goal of fostering investment in R&D in this country and is clearly not in our national best 
interest. 

The double taxation problem arose when the Treasury Department first drafted the 
86 1 allocation regulations in 1 977. Since then, a number of measures designed to prevent 
the full implementation of die regulations have been advocated and adopted by 
subsequent Administrations and Congresses. Starting in 1981, and continuing through 
1986, the 861 allocation regulations were suspended and taxpayers were allowed to 
allocate 100 percent of their U.S. R&D expenses to U.S. source income, irrespective of 
their worldwide sources of income. In 1987, this suspension was modified to allow a 50 
percent exclusive apportionment to U.S. semree income. From 1988 to 1992, with the 
exception of a short period during 1988 and 1989, a series of provisions were enacted to 
generally permit a 64 percent exclusive apportionment of U.S. R&D expenses to U.S. 
source income. 

In 1992, the Treasury Department effectively allowed taxpayers to elect out of the 
861 allocation regulations for two years in exchange for other rules when it announced 
that it was undertaking a review of die r^ulations to determine if they provided for a 
proper allocation or apportionment. Thereafter, further legislation suspended the 861 
allocation regulations ^ough December 31, 1994. 

Unless there is a regulatoiy or legislative solution, the 861 allocation regulations 
drafted in 1977 will ^ply to all tax years beginning after 1994. American multinational 
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businesses involved in U.S. R&D will effectively be subject to double taxation to the 
extent U.S. R&D expenses are allocated to non-U.S. source income. 

The Chamber believes that a permanent resolution to the S6] allocation regulations 
issue is necessary to ensure diat the goal of encouraging American companies to invest in 
R&D within the United States is achieved. American technology has been a major source 
of our export strength and world leadership. U.S.-based R&D is essential to sustaining 
America's competitiveness and is critica] to our nation's continued economic growth. 
Advances in technology are vital to creating hi^-wage jobs and enhancing the position of 
American businesses in die world economy. 

Conclusion 


The Chamber urges enactment of a permanent R&E taxcredit and finality to the 
86 1 allocation regulations issue. Making the R&E tax credit permanent will best serve 
the country's long-term economic interests because it will eliminate the uncertainty about 
the future of the credit and pennit businesses to make important R&D business decisions 
with certainty. Innovation greatly contributes to overall economic growth^ increases 
productivity, creates new, better and higher-paying jobs, and allows for a higher standard 
of living. Providing for a favorable and definitive resolution to the 86 1 allocation 
regulations issue is essential to having an environment that is conducive to R&D 
investment in die United States. It is necessary that R&D remain in this coimtry so that 
high-paying jobs do not move abroad. American technology has been a major source of 
U.S. export strength and is vital to American businesses remaining in leadership positions 
in our ^obal economy. 
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STATEMENT ON BEHALF OF THE 
UNITED STATES TELEPHONE ASSOCIATION 


The United Stales Telephone Association ("USTA") is pleased to have this 
opportunity to submit testimony to the Committee on Ways and Means concerning the 
extension of the research and experimentation tax credit ("credit"). USTA is the primary 
trade association of local telephone companies serving more than 98 percent of the access 
lines in the United States and represents over UOO members from the smallest of 
independents to the large regional ^11 companies. 

USTA supports permanent extension and urges Congress to refrain from efforts to 
once again modify the credit. 

As the information age continues to advance in both technology and reach, the credit 
becomes increasingly important for precisely the reasons which prompted Congress to adopt 
it originally: it provides a real incentive for U.S. companies in our rapidly changing industry 
to increase and expand their level of commitment to tomorrow’s world of communication. 
As such, it encourages investments in innovation, productivity gain and international 
competitiveness notwithstanding their risk. The presence of a stable, unchanging credit 
mechanism is the best insurance that we will continue our position as a world leader in 
communications by producing new products and technologies despite the risks associated 
with their development. The credit also encourages new jobs as technology-driven services 
and products made possible by research and experimentation are brought to the 
marketplace. 

The velocity of change in telecommunications is astonishing and accelerating. The 
life-cycle of new modes of communicating is increasingly short, with advancement and 
transformation occurring world-wide. Our membership competes for business in this fast- 
paced marketplace. Foreign entities and governments benefit from incentives sometimes 
two-thirds greater than any available in the United Stales. The credit helps offset that 
potential investment imbalance. 

The Committee, in its proper focus on the credit, is looking at its effectiveness and 
what steps might be taken to improve its utility. Probably the most important action that 
could be taken would be to permanently extend the credit. In so doing, our industry, and 
every other one dependent on research for its future, would be able to plan for the long- 
term, no longer concerned, as we are today, about uncertainty regarding the availability of 
the credit. Over the last several years. Congress has always extended the credit but many 
times with narrowing modifications and at limes retroactively. This has had the impact of 
reducing its attractiveness as an incentive upon which strategic planning could be based. We 
would ask the Committee to refrain from efforts to again transform the credit as it is made 
permanent. It would be disruptive of the goal of permanent extension to do so In that 
businesses would have to take the next several years to learn about and cope with additional 
modifications. Such changes are not without their impacts. For example, commitments to 
research are not merely made in dollars but also include the hiring of talented and 
dedicated academics and scientists. Over the last several years, fewer commitments in 
human terms could be made given the "year to year” existence of the credit. Permanent 
extension would reverse that situation. 

We are not unmindful of the difficult budgetary issues confronting the Committee as 
it considers extension of the credit USTA supports the desire to reduce government 
commitments. The extension of the research and experimentation credit, however, is one 
of the intelligent choices Congress can make in order to ensure that the U.S. remains a 
world leader in communications. 


Statement submitted by Chuck Shewbridge, Chairman of the USTA Tax Committee. 
For further information, contact Geoff Feiss, Director of Government Relations, United 
States Telephone Association, 1401 H Street, N.W., Suite 600, Washington, D.C. 20005. 
Telephone number: 202/326-7257. 
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